
IN THE MATTER OF THE APPLICATION OF
LIBERTY UTILITIES CORP (ENTRADA DEL
ORO SEWER COMPANY), AN ARIZONA
CORPORATION, FOR AUTHORITY TO
ISSUE EVIDENCE OF INDEBTEDNESS IN
AN AMOUNT NOT TO EXCEED $1,750,000.

~;'»?'"* lIIIIIIII\lllll\llllllll
1 BEFORE THE ARIZONA (jORPORATIO1\ 00001 72701

COMMISSIONERS ktizaaa Qomeratlon Gommissiora e
4=a
~».~»
cat*DOCKETED

AUG 1 9 2016
3ln»
oz:
Cr:
*ha

I

2

3

4

5

6

DOUG LITTLE- Chairman
BOB STUMP
BOB BURNS
TOM FORESE
ANDY TOBIN

s.

!
o nn o
42888--I .Ra
r>8...r§'
w 3-<

889N  m m
re " 3
U' z

DOCKETno. SW-04316A-16-0078

4
9

.J

.o

U

IN THE MATTER OF THE APPLICATION
LIBERTY UTILITIES (ENTRADA DEL ORO
SEWER COMPANY) CORP., AN ARIZONA
CORPORATION, FOR A DETERMINATION
OF THE FAIR VALUE OF ITS UTILITY
PLANTS AND PROPERTY AND FOR
INCREASES IN IT'S WASTEWATER RATES
AND CHARGES FOR UTILITY SERVICE
BASED THEREON.

DOCKET NO. SW-04316A-16-0085

NOTICE OF FILING
STAFF'S DIRECT TESTIMONY

7

8

9

1 0

11

1 2

1 3

1 4

1 5

16 .

17 The Utilities Division ("StafF') of the Arizona Corporation Commission ("Commission")

18 hereby submits the Direct Testimony and Exhibits of Staff witnesses Briton A. Baxter, Brendan C.

19 Aladi, Crystal S. Brown and Jiao W. Liu, regarding the above-captioned dockets.

20 RESPECTFULLY SUBMITTED this 19th day of August, 2016.

21 -'

2 2

2 3

2 4

2 5

2 6

2 7

2 8

1

I

1.

Attorney, Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602) 542-3402



Utilitie s  Divis ion P re -File d Te s timony, a nd copie s  of the  fore going we re
1 On this  19th day of Augus t, 2016, the  foregoing document was  filed with Docke t Control a s  a

. . . . . . , . . ma ile d on be ha lf of the
2 Utilitie s  Divis ion to the  following who ha ve  not cons e nte d to e ma il s e rvice . On this  da te  or a s  s oon

a s  pos s ible  the re a fte r, the  Commis s ion's  e Docke t progra m will a utoma tica lly e ma il a  link to the
foregoing to the  following who have  cons ented to email s e rvice .3

4 Jay L. Shapiro
S HAP IRO LAW FIRM, P .C.

5 1819 E. Morten Avenue , Suite  280
Phoe nix, Arizona  85020

6 jay@shaps1awaz.com
Attorne y for Libe rty Utilitie s

7
Todd C. Wile y

8 Ass is tant Genera l Counsel
LIBERTY UTILITIES

9 12725 Wes t Indian School Road, Suite  D101
Avonda le , Arizona  85392-9524

10 todd.wi1ey@1ibertyutilitie s .com

11

12

13

J a nice  Alwa rd
Le ga l Divis ion
Arizona  Corpora tion Commis s ion
1200 Wes t Washington Stree t
Phoe nix, Arizona  85007

14

15

16

Thomas  Broderick
Utilitie s  Divis ion
Arizona  Corpora tion Commis s ion
1200 Wes t Washington Stree t
Phoe nix, Arizona  85007

18

17 Dwight Node s
He a ring Divis ion
Arizona  Corpora tion Commis s ion
1200 Wes t Washington Stree t
Phoe nix, Arizona  85007
He a ringDivis ion@a zcc.gov

19

20

V

21

22 llwn.;0C\.
23

24

25

26

27

28

2



BEFORE THE ARIZONA CORPORATION COMMISSION

DOUG LITTLE
Chainman

BOB STUMP
Commissioner

BOB BURNS
Commissioner

TOM FORESE
Commissioner

ANDY TOBIN
Commissioner

DOCKET NO. SW-04316A-16-0078IN THE MATTER OF THE APPLICATION OF )
LIBERTY UTILITIES (ENTRADA DEL ORO )
SEWER) CORP., AN ARIZONA CORPORATION, )
FOR A DETERMINATION OF THE FAIR VALUE )
OF ITS UTILITY PLANTS AND PROPERTY AND )
FOR INCREASES IN ITS WASTEWATER RATES )
AND CHARGES FOR UTILITY SERVICE BASED )
THEREON. )

)
IN THE MATTER OF THE APPLICATION OF )
LIBERTY UTILITIES (ENTRADA DEL ORO )
SEWER) CORP., AN ARIZONA CORPORATION, )
FOR AUTHORITY TO ISSUE EVIDENCE OF )
INDEBTEDNESS IN AN AMOUNT NOT TO )
EXCEED 31,750,008 )

)

DOCKET no. SW-04316A-_6-0085

DIRECT

TESTIMONY

OF

BRITON A. BAXTER

PUBLIC UTILITIES ANALYST V

UTILITIES  DIVISION

ARIZONA CORPORATION COMMISSION

AUGUST 19, 2016



TABLE OF CONTENTS

INTRODUCTION..

P a ge

. 1

BACKG RO UND.. . . .

SUMMARY OF PROPOSED RATE BASE..

RATE BASE an

.4

.5
Fair Value RafeBan..
Rate Base Sur mug/...
Rate Base Ad/'uftnzent No. 7 - Exfexx Capacity...
Rate Base A¢u.fZment No. 2 - Experted P/ami...
Rate Base Azyuslment No. 3 - Ref0nflfufiion Cox! New ("RC1v'p Faftorf...
Rafe Base A¢§uJflf/:ent No. 4 - A//011/ancefor Car/J WorkingCapita/....
Rafe Base Aauytfnenl No. 5 - Awufnu/ated Dapredalion...
Away/ated Dej?v~/'ed Irma/ze Tuxes ("ADIT'Q

J

.6

.7

.8

.9
77
77

1 1

74

.14

RATE DES IGN..

Service Cbmgex...

PURCHASED POWER ADJUSTOR MECHANISM ("PPAM")

PROPERTY TAX ADJUSTOR MECHANISM .. .1 5

S CHEDULES
Revenue Requirement...
Gross Revenue Conversion Factor ..
Rate Base Fair Value..
Summary of Original Cost Rate Base Adjustments (OCRB)
Summary of Reconstruction New Less Depreciation Cost Rate Base Adjustments (RCRB)
Rate Base Adjustment No. IA - Excess Capacity (OCRB) ..
Rate Base Adjustment No. LB - Excess Capacity (RCRB) ..
Rate Base Adjustment No. PA - Expensed Plant (OCRB) ..
Rate Base Adjustment No. 2B - Expensed Plant (RCRB) ..
Rate Base Adjustment No. 3 - RCN Factors...
Rate Base Adjustment No. 4 - Allowance for Working Capital... ,,,,,
Rate Base Adjustment No, PA - Accumulated Depreciation (OCRB) ..
Rate Base Adjustment No. 5B - Accumulated Depreciation (RCRB) ..
Rate Design...
Typical Bill Analysis ..

.BAB-1

.BAB-2
BAB-3

.BAB-4a
..BAB-4b
.BAB-5a
. BAB-5b
.BAB-6a
. BAB-6b

.BAB-7

.BAB-8
.BAB-9a
. BAB-9b
,.BAB-16
,.BAB-17

ATTACHMENT s
Staff Data Request CSB-1.4.........
Staff Data Request CSB-1.9...

.A

.B



EXECUTIVE SUMMARY
LIBERTY UTILITIES (ENTRADA DEL ORO SEWER), CORP.

DOCKET nos. SW-04316A-16-0078 & SW-04316A-16-0085

Libe rty Utilitie s  (Entra da  De l Oro S e we r), Corpora tion ("Entra da  De l Oro" or "EDO"
or "Compa ny") is  a  ce rtifica te d Arizona  public  s e rvice  corpora tion tha t provide s  wa s te wa te r
utility s e rvice  to a pproxima te ly 336 cus tome rs  tha t re s ide  in the  Entra da  De l Oro de ve lopme nt
which is  loca te d a pproxima te ly four mile s  e a s t of Gold Ca nyon in P ina l County. The  curre nt
ra te s  for Es tra da  De l Oro we re  a pprove d in De cis ion No. 68306, da te d Nove mbe r 14, 2005.

Entra da  De l Oro s e e ks  Commis s ion a uthority to incre a s e  its  re ve nue s  by $254,641 or
90.53 pe rce nt ove r its  re porte d te s t ye a r re ve nue s  of $281,288, for a  tota l of $535,929. The
Compa ny's  propos a l re s ults  in ope ra ting income  of $149,085 or a  6.92 pe rce nt ra te  of re turn on
its  re porte d Fa ir Va lue  Ra te  Ba s e  l"FvR8"l of $2,154,978.

Staff recommends an increase of $40,783 or 14.50 percent over the test year revenues,
for a total of  $322,071. Staffs recommended revenue requirement results M an operating
income of $55,465 or a rate of return of 5.60 percent on Staffs adjusted FVRB of $990,448.

The  Compa ny's  curre n t ra te  s truc ture  cons is ts  of a  fla t ra te  cha rge  for re s ide ntia l
cus tome rs , a nd a  pe r s tude nt cha rge  for s chools . At pre s e nt the  Compa ny is  s e rving only
re s ide ntia l cus tome rs . S ta ff re comme nds  continua tion of a  fla t ra te  a djus te d to re fle ct S ta ffs
recommended revenue  requirement.
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 A.

4

5

My na me  is  Briton A. Ba xte r. I a m a  P ublic Utilitie s  Ana lys t V e mploye d by the  Arizona

Corpora tion Commis s ion ("ACC" or "Commis s ion") in the  Utilitie s  Divis ion ("S ta rt"). My

business address is 1200 West \X/ashington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as a Public Utilities Analyst V.

8 A.

9

10

11

I am responsible  for the  examina tion and verifica tion of financia l and s ta tis tica l information

include d in utility ra te  a pplica tions . In a ddition, I de ve lop re ve nue  re quire me nts , pre pa re

writte n re ports , te s timonie s , a nd s che dule s  tha t include  S ta ff re comme nda tions  to the

Commission. I am also responsible  for testifying at formal hearings on these matters.

1 2

13 Q. Please describe your educational background and professional experience.

1 4 A.

15

16

In 2003, I gra dua te d from Northe rn Arizona  Unive rs ity, re ce iving a  Ba che lor of S cie nce

degree  in Accountancy with a  public accounting certifica te . Prior to joining the  Commission

in 2013, I spent 10 years  with the  Arizona  Office  of the  Auditor Genera l. I have  experience

17

18

19

20

2 1

22

c onduc ting  pe rfonna nc e  a ud its  o f s c hoo l d is tric ts  a nd  p re pa ring  s ta te wide  re ports  on

cla ssroom spending, which required a  la rge  amount of da ta  collection, va lida tion and ana lys is .

S ince  joining the  Com m is s ion, I ha ve  com ple te d s e ve n wa te r ra te  ca s e s  a nd a  prude nce

re vie w for a  re gula te d na tura l ga s  utility to build a n LNG fa cility a s  we ll a s  a tte nde d va rious

tra in ings  on  ra te  m a king  topics  inc luding  the  Na tiona l As s oc ia tion  of Re gula tory Utility

Commiss ione rs  ("NARUC") Utility Ra te  S chool in Ma y of 2014.

23
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1 Q. What is  the s cope of your tes timony in this  cas e?

2

3 or

4

I am presenting Staffs analysis and recommendations regarding Liberty Utilities (Entrada Del

Oro  S e we r) Co rp .  ("Es tra d a  De l Oro " "EDO" or "Compa ny") ove ra ll re ve nue

requirement, rate base, and rate design in this rate case application.

5

6 Q. What is the basis of your recommendations?

7

8

9

10

1 1

12

I performed a  regula tory audit of the  Company's  applica tion to de termine  whether sufficient,

re levant, and re liable  evidence  exis ts  to support the  Company's  reques ted ra te  base . The

re gula tory a udit cons is te d of e xa mining a nd te s ting the  fina ncia l informa tion, a ccounting

records , and othe r supporting documenta tion and ve rifying tha t the  accounting principle s

a pplie d we re  in a ccorda nce  with the  Commis s ion-a dopte d NARUC Uniform S ys te m of

Accounts ("USoA") and Generally Accepted Accounting Principles.

13

14 B AC KG R O UND

15 Q. Please provide a brief description of Entrada Del Oro and the service it provides.

16 A.

17

18

19

Entra da  De l Oro is  a n Arizona  Cla s s  D utility e nga ge d in  the  bus ine s s  of providing

wastewater se rvice  in portions  of P ina l County, Arizona . EDO provided wastewater se rvice

to approxima te ly 336 cus tomers  during the  te s t yea r. The  current ra te s  for the  Company

were approved in Decision No. 68306, dated November 14, 2005.

20

2 1 Q. What is the primary reason for EDO's requested permanent rate increase?

22 A.

23

24

25

According to  the  Com pa ny, the  re ve nue s  from  its  u tility ope ra tions  a re  pre s e ntly ina de qua te

to  p ro vid e  a  fa ir ra te  o f re tu rn . Thus , the  Com pa ny is  s e e king  Com m is s ion  a pprova l fo r

c e rta in  a d ju s tm e n ts  to  its  ra te s  a n d  c h a rg e s  fo r u tility s e rvic e  s o  th a t th e  C o m p a n y m a y

re c o ve r its  o p e ra tin g  e xp e n s e s  a n d  h a ve  a  re a s o n a b le  o p p o rtu n ity to  e a rn  a  ju s t a n d

26

A.

A.

re a s ona ble  ra te  of re turn on the  fa ir va lue  of its  prope rty.
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1

2

3

Entra da  De l Oro is  ultima te ly owne d by Algonquin P owe r & Utilitie s  Corp. ("AP UC").

Liberty Utilities  Co. ("Liberty Utilities"l is  a  Delaware  corpora tion tha t opera tes  regula ted gas,

wa te r, sewer and e lectric utilitie s  in ten s ta te s-Arizona , Arkansas , Ca lifornia , Iowa , Illinois ,

4

5

Missouri, Ge orgia , Ma ssa chuse tts , Ne w Ha mpshire  a nd Te xa s . Libe rty Utilitie s  Co. is  a

subs idia ry of Libe rty Ute ]itie s  Ca na da ) Corp. ("Libe rty Utilitie s  Ca na da "). The  Arizona

6

7

8

utilitie s  a re  wholly owne d s ubs idia rie s  of Libe rty Utilitie s  (S ub) Corp., which is  a  wholly

owned subsidia ry of Liberty Ute]it:ies . AP UC, a  publicly tra de d me mbe r of the  Toronto

Stock Exchange and is a registrant with the U.S. Security and Exchange Commission.

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

AP UC is  a  $4.1 billion e le c tric  ge ne ra tion, tra ns mis s ion a nd dis tribution utility compa ny

ba s e d in Oa kville , Onta rio. AP UC s ubs idia rie s  own a nd ope ra te  re gula te d utilitie s  in the

United S ta te s , and own non-regula ted gene ra tion facilitie s  and regula ted e lectric trans mis s ion

and na tura l gas  pipe lines  throughout the  United S ta te s  and Canada . The  dis tribution bus ines s

group ope ra te s  in the  Unite d S ta te s  a s  Libe rty Utilitie s  a nd provide s  ra te  re gula te d wa te r,

e le ctricity a nd na tura l ga s  utility s e rvice s  to ove r 488,000 cus tome rs . The  e le ctric ge ne ra tion

bus ine s s  group ope ra te s  a s  Algonquin P owe r Co. a nd owns  or ha s  inte re s ts  in a  portfolio of

North  Ame ric a n  ba s e d  c on tra c te d  wind , s o la r,  hydroe le c tric  a nd  na tu ra l ga s  powe re d

gene ra ting facilitie s  repre s enting more  than 1,150 MW of ins ta lled capacity. The  trans mis s ion

bus ines s  group inves ts  in ra te  regula ted e lectric transmis s ion and na tura l gas  pipe line  sys tems

in the  United S ta tes  and Canada .20

21

1 The other Liberty utilities in Arizona are: Liberty Utilities (Bella Vista Water), Liberty Utilities (Litchfield Park Water
and Sewers Corp., Liberty Utilities (Rio Rico Water and Sewer) Corp, Liberty Utilities (Black Mountain Sewer) Corp, and
Gold Canyon Sewer Company.
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1 S UMMARY OF P ROP OS ED RATE BAS E

2 Q. P le a s e  s u m m a rize  th e  Co m p a n y's  filin g .

3 A.

4

5

6

7

The  Company proposes  a  $254,641, or 90.53 percent revenue  increase  from $281,288 to

$535,929. The proposed revenue increase  would produce an operating income of $149,085

for a  6.92 percent ra te  of re turn on a  fa ir va lue  cost ra te  base  ("FVRB") of $2,154,978. The

Company's proposed ra tes would increase  the  typical residentia l bill from $70.00 to $133.74,

for an increase of $63.74 or 91.06 percent.

8

9 Q. Please summarize Staffs recommended revenue.

1 0 A.

1 1

1 2

1 3

Staff recommends a  $40,783 or 14.50 percent revenue increase from $281,288 to $322,071.

Staffs recommended revenue increase  would produce an operating income of $55,465 for a

5.60 pe rcent ra te  of re turn on a  S ta ff adjus ted FVRB of $990,448 a s  shown on Schedule

BAB-1. S ta ffs  recommended ra tes  would increase  the  typica l res identia l bill from $70.00 to

1 4 $79.79, for an increase  of $9.79 or 13.99 percent.

1 5

1 6 Q. What te s t yea r d id  EDO utilize  in  th is  filing?

1 7 A. Enttada Del Oro's test year is based on the twelve mondms ended October 31, 2015.

1 8

1 9 Q. Please summarize Staffs rate base adjustments for Estrada Del Oro.

20 Staffs testimony discusses the following adjustments:

2 1

22 Rate Base Adjustments

23

24

25

26

A.

Excess capacity .- This adjustment decreases the Original Cost Rate Base ("OCRB") by

$1,072,851, the Reconstruction Cost Rate Base ("RCRB") by $1,250,338 and the FVRB

which is an equally weighted average of the two by $1,161,595 to reflect the removal from

rate base of due plant that will be used to serve future customers.
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1

2

3

Expensed Plant .- This adjustment decreases the OCRB by $4,253, the RCRB by $4,413 and

FVRB by $4,333 to reflect the removal of plant additions that Staff believes should have been

expensed rather than capitalized.

4

5 RCN factors - This adjustment decreases the FVRB by a  net of $1,014,964 to reflect die  use

6 of Staffs recommended RCN factors for accounts 354, 361, and 382.

7

8

9

1 0

Allowance  for Cash Working Capita l-- This adjustment increases FVRB by $16,360 to reflect

the adjustment of the revenue lead-lag days, Staffs recommended adjustment of the expense

la g da ys  for inte re s t a nd to ca pture  S ta ffs  re comme nde d a djus tme nts  to the  ope ra ting

11 expens es .

1 2

1 3

1 4

1 5

1 6

Accumulated Depreciation .- Staffs adjustments result in a net decrease to the OCRB

accumulated depreciation of $325,620, the RCRB accumulated depreciation of $939,579 and

the FVRB accumulated depreciation by a net of $632,599 to reflect the adjustments to

accumulated depreciation that correspond to Staffs other rate base adjustments.

1 7

1 8 RATE BAS E

1 9 Fair Value RafeBale

20 Q.

2 1

Did the Company prepare schedules showing the elements of Reconstruction Cost

New Rate Base?

22

23

Ye s , the  Com pa ny did. EDO pre pa re d s che dule s  tha t s how the  Origina l Cos t Ra te  Ba s e

("OCRB"), the  Re cons truction Cos t Ra te  Ba se  ("RCRB") a nd a ve ra ge d the  two us ing e qua l

24 we ighting to ca lcula te  the  FVRB.

25

A.
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1 Rule Base Summagf

2 Q.

3

Please summarize Staffs adjustments to Estrada Del Oro's rate base shown on

Schedules BAB-3, BAB-4a and BAB-4b.

4 A. StafFs adjustments to Enttada Del Oro's FVRB resulted in a net decrease of $1,164,530,

5 from $2,154,978 to $990,448 due to various adjustments as discussed in Staffs testimony.

6

7 Rule BaJ°e Adjuflwent No. 7 - Exam"Capacity/

8 Q.

9

Did Entrada Del Oro adjust test year rate base to reflect a portion of the plant that

was determined to be held for future use?

1 0

11

Yes. The Company did an adjustment that reduces OCRB rate base by $299,000, reduces

RCRB by $335,023 and the FVRB by $317,011.

1 2

1 3 Q. Does Staff agree with this adjustment?

1 4 A.

1 5

1 6

1 7

18

19

In  pa rt ye s . As  note d  in  the  S ta ff Engine e ring  Re port,  S ta ff re vie we d the  re port of the

e ng ine e ring  fe m  h ire d  by the  Com pa ny a nd  de te rm ine d  tha t the  a d jus tm e n t c o rre c tly

re move s  the  portion of the  pla nt tha t wa s  ins ta lle d so tha t the  pla nt could be  e xpa nde d from

se rving a pproxima te ly 700 cus tome rs  to s e rving a pproxima te ly 1,100 cus tome rs . Howe ve r,

this  a djus tme nt doe s  not a ddre ss  the  fa ct tha t the  pla nt wa s  initia lly built to se rve  a bout 700

cus tome rs , which is  more  tha n twice  the  ca pa city for wha t is  ne e de d for the  336 cus tome rs

20 actually served in the test year.

2 1

22 Q. Does Staff recommend an additional excess capacity adjustment?

23 A. Yes. As  no te d  in  the  S ta ff E ng ine e ring  Re port,  S ta ff ha s  c a lc u la te d  tha t the  c u rre n t

24

25

wastewa te r tte a tnrnent plant is  ope ra ting a t an excess  capacity of 44 pe rcent. The re fore , S ta ff

recommends an additiona l excess  capacity adjustment.

26

A.
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1 Q. Does Staff recommend a corresponding adjustment to the RCRB?

2 A.

3

Ye s . As  s hown on S che dule  BAB-5b, S ta ff a pplie d doe  RCN fa ctors  use d by the  Compa ny

fo r a c c oun t 380  a nd  us e d  S ta ffs  re c om m e nde d  RCN fa c to r fo r a c c oun t 354  to  S ta ffs

4 recommended excess capacity adjustment to calculate the RCRB.

5

6 Q. What is Staffs recommendation?

7 A.

8

Staff recommends decreasing die OCRB by $1,072,851, the RCRB by $1,250,338, and the

FVRB by 81,161,595 as shown on Schedules BAB-4a, BAB-4b, BAB-5a and BAB-5b.

9

10 Rule Bare Ad/'uslwenl No. 2 .- Ex]f>em"ed Plant

11 Q. What type of documentation does Staff review in its audit?

1 2 Staff reviews source documentation in its audit.

13

1 4 Q. What is the definition of "source documentation"?

15 A.

16

17

S ource  documenta tion is  an origina l re cord conta ining the  de ta ils  to subs tantia te  a  transaction

e nte re d in a n a ccounting s ys te m. For e xa mple , the  s ource  docume nt for the  purcha s e  of a

pump would be  the  supplie r's  invoice .

18

19 Q. As a part of the audit of the Company's plant, did Staff select a sample of plant items

20

2 1

and request that the Company provide source documentation (i.e. invoices) to

support the cost?

22 A.

23

Ye s . S ta ff s e le cte d a  s a mple  of pla nt a dditions  from the  ye a rs  2006 to 2015 a nd re que s te d

invoice s  to support the  pla nt cos t.

24

A.
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1 Q.

2

As a result of the review of the supporting documentation, did Staff identify any

corrections that needed to be made?

3 A. Yes. S ta ff ha s  de te rmine d da rt a  portion of the  2014 a dditions  to a ccount no. 380 tre a tme nt

4

5 some

6

& d is p o s a l e q u ip m e n t,  s h o u ld  h a v e  b e e n  e xp e n s e d  ra th e r th a n  a d d e d  to  ra te  b a s e .

S pe cifica lly, the  Compa ny pa id $4,253 for va cuum truck se rvice s  to ha ul for tre a tme nt,

was te  from the  EDO sys tem to an a ffilia te , the  Gold Canyon S ewer Company2.

7

8 Q. What is Staffs recommendation?

9 A.

10

S ta ff re comme nds  de cre a s ing the  OCRB by $4,251 the  RCRB by $4,411 a nd the  FVRB by

$4,333 a s  shown on S che dule s  BAB-4a , BAB-4b, BAB-6a  a nd BAB-6b.

11

1 2 RuleBaseAdju.ftmenz No. 3 - Revonfffwflion Cos! No ('RCN'Q Fatlory

1 3 Q. Did Staff review the RCN factors used by the Company?

1 4 A. Ye s . As  note d in s e ction H2 in the  S ta ff Engine e ring Re port, S ta ff re vie we d the  RCN fa ctors

1 5 used by the Company.

16

1 7 Q. Did Staff take issue with any of the RCN factors usedby the Company?

1 8 A.

19

20

Ye s . As  note d in Ta ble  8 of the  S ta ff Engine e ring Re port, S ta ff took is sue  with thre e  spe cific

a ccounts , S tructure s  & Improve me nts  a ccount 354), Colle ction S e we rs  Gra vity (a ccount 361)

and Outfa ll Sewer Lines (account 382) .

2 1

22 Q . Did  S ta ff re c a lc u la te  th e  RCN fa c to rs  fo r th o s e  th re e  a c c o u n ts ?

23 Ye s . For a ccounts  354 a nd 382, S ta ff re comme nds  a  RCN fa ctor of 1.604 a nd for a ccount

24 361 S ta ff re commends  a  RCN factor of 1.591.

25

A.

2 See Attachment A
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1 Q. What is Staffs recommendation?

2 S ta ff re comme nds  us ing the  S ta ff re comme nde d RCN fa ctor ra te s  for a ccounts  354, 361, a nd

3 382 which re sults  in a  ne t de cre a se  to the  FVRB of $1,014,964 a s  shown on S che dule s  BAB-

4 4b a nd BAB-7.

5

6 Rafe Base AdjuJlmenl No. 4 - A//0wanae for Cai/J WorkingCapital

7 Q . Wh a t  c o m p o n e n t s  a r e  in c lu d e d  in  t h e  C o m p a n y ' s  p r o p o s e d  a llo w a n c e  fo r  c a s h

8 wo rkin g  c a p ita l?

9 A.

10

The  Compa ny's  propose d a llowa nce  for ca sh working ca pita l cons is ts  of thre e  compone nts .

They a re  prepayments , ma te ria l and supplie s  and cash working capita l.

11

12 Q. Please describe Staffs working capital adjustment to rate base.

13

14

15

16

17

18 or

19

S ta ff ma de  no a djus tme nts  to the  pre pa yme nts  a nd ma te ria ls  a nd supplie s  compone nts . The

S ta ff a djus tme nts  re la te  to the  ca s h working ca pita l compone nt only. The  ca lcula tion of a

working ca sh re quire me nt qua ntitie s  the  a mount of ca sh tha t a  Compa ny ne e ds  to ope ra te .

S ta ffs  re comme nde d a djus tme nts  a re  ba s e d on S ta ff re comme nde d re ve nue  a nd e xpe ns e

leve ls  M the  schedule s , and adjus tments  tha t S ta ff is  recommending to the  revenue  lag plead)

da ys  a nd the  e xpe nse  la g ple a d) da ys  for inte re s t e xpe nse . As  e xpe nse s  we re  incre a se d

de cre a se d M the  re ve nue  re quire me nt the se  we re  a lso incre a se d or de cre a se d M die  working

20 cash requirement.

2 1

22 Q. Wh at b a s is  d id  th e  Co mp an y u s e  fo r its  p ro p o s ed  a llo wan ce  fo r c a s h  wo rkin g  cap ita l?

23 A. The  Company's  proposed a llowance  for working capita l is  ba sed on a  lead-lag s tudy.

24

A.

A.
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1 Q. What is the net result of the lead-lag factors?

2 A.

3

4

5

6

7

The  timing of the  colle ction of re ve nue s  wa s  compa re d to the  timing of e a ch e xpe ns e  line

ite m the  Compa ny propose d. If the  e xpe nse  took longe r to pa y tha n to colle ct the  re ve nue ,

the  Com pa ny re ce ive s  the  be ne fit of ca s h worldng ca pita l a nd the  oppos ite  is  true  if the

e xpe ns e  is  to be  pa id prior to the  re ve nue s  be ing re ce ive d. A ne t le a d-la g fa ctor for e a ch

e xpe nse  ite m wa s  multiplie d by the  propose d e xpe nse  to ca lcula te  the  pos itive  or ne ga tive

working ca pita l re quire d.

8

9 Q. What adjustments did Staffmake to the revenue lag (lead) days?

1 0 A.

11

1 2

1 3

1 4

As shown in column C on S che dule  B-5 pa ge  1 of the  Compa ny's  a pplica tion the  re ve nue  la g

(le a d) da ys  we re  0.61. In re sponse  to S ta ff DR CS B-1.9a 5, the  Compa ny indica te d tha t the

a s s umptions  it ma de  in de ve loping the  a pplica tion we re  incorre ct a nd tha t the  a ppropria te

re ve nue  la g (le a d) da ys  is  28.61. S ta ff a cce pts  this  re vis ion a nd ha s  incorpora te d this  cha nge

into the  re comme nde d a djus tme nts .

1 5

1 6 Q. Is Staff recommending any additional adjustments to the Company's lead-lag study?

1 7 A.

1 8

1 9

Yes, S ta ff a lso recommends  an adjus tment to the  inte res t expense  lag (leads  days . The

Company used a negative 14.10 days in its lead-lag study. Because this is not an arm's length

transaction, Staff recommends using 91.25 days which reflects what other companies would

20 normally experienced.

2 1

22 Q. What is Staffs recommendation?

23 A. S ta ff re comme nds  a n incre a se  to the  a llowa nce  for ca sh working ca pita l of $16,360 a s  shown

24 on Schedule BAB-8.

3 See Attachment B
4 In this case we used 91.25 days because that's what was used for Arizona Water Company in their most recent case
(Docket No. W-01445A-15-0277)
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1 Rate Base Adjkfflment No. 5 - Awzfmzz/ated Depreciation

2 Q. Did Staff make an adjustment to accumulated depreciation?

3 A. Ye s . Staff adjusted accumulated deprecia tion to reflect the  application of deprecia tion to the

4 Staff-recommended plant balances.

5

6 Q. What is Staffs recommendation?

7 A.

8

Staff recommends decreasing the  OCRB accumulated deprecia tion by $325,620, the  RCRB

a ccumula te d de pre cia tion by $939,579 a nd the  fa it va lue  a ccumula te d de pre cia tion by

9 $632,599, from $1,644,886 to $1,012,281 as shown on Schedules BAB-3, BAB-4a, BAB-4b,

1 0 BAB-5a , BAB-5b , BAB-7 , BAB-9a  a nd  BAB-9b .

11

12 Awunzu/ated Dqewed Inmnze Taxer; ("ADIT'Q

13 Q. Did S ta ff identify any is s ues  with  the  Company's  ADIT?

14 A. Yes . As  shown on Schedule  B-2 page  6.0 line  19, the  Company made  an adjus tment for

15

16

17

18

EDO to include $40 of allocated corporate ADIT from Canada. Staff believes that it is

inappropriate to include Canadian ADIT as a rate base adjustment for an Arizona water

company, but due to the immaterial amount in this case Staff does not recommend making an

adjustment.

19

20 R ATE  DE S IG N

2 1 Q. Ha s  S ta ff p re pa re d  a  s c he du le  s umma rizing  the  p re s e n t, Compa ny p ropos e d , a nd

22 Staff recommended rates and service charges?

23 A.

24

Ye s . S che dule  BAB-16 provide s  a  s um m a ry of the  Com pa ny's  pre s e nt, Com pa ny's  propos e d,

a nd S ta ffs  re com m e nde d ra te s .

25
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1 Q. Pleas e  s ummarize  the  pres ent ra te  des ign for Entrada  Del Oro.

2

3

4

The present rate  design includes a  fla t monthly rate  of $70.00 for residential customers and a

monthly ra te  of $5.60 pe r s tude nt unde r the  s chool s e rvice  ta riff. In the  te s t ye a r, the

Company only had residential customers.

5

6 Q. Please summarize the Company's proposed rate design.

7

8

9

10

11

Estrada  Del pro's  proposed ra te  design consists  of a  fla t monday service  charge  of $133.74

for a ll re s ide ntia l cus tome rs  a nd a  monthly ra te  of 810.699 pe r s tude nt unde r the  school

service  tariff. Further, the  Company proposes adding fla t fees for commercial customers that

increase as meter size  increases and includes a  commodity rate  of $6.00 (per 1,000 gallons).

The  Company a lso proposes the  addition of an effluent charge  tha t would be  se t by market

12 ra tes .

13

14 Q. Please summarize Staffs recommended rate design.

15

16 F urthe r,  s ta ff

17

Staff recommends a  fla t monthly service charge of $79.79 for all residential customers, and a

monthly ra te  of $10699 pe r s tude nt unde r the  s chool s e rvice  ta riff.

recommends adding flat fees for commercial customers that increase as meter size increases

18

19

and includes a  commodity rate  of $6.00 (per 1,000 gallons). Staff agrees with the Company's

proposal to add an effluent charge that would be set by market rates.

20

2 1 Q. What is the rate impact on a typical residential customer?

22

23

24

25

The  Com pa ny's  propos e d ra te s  would incre a s e  the  m onthly bill for a  re s ide ntia l cus tom e r

unde r the  fla t monthly fe e  ra te  by $67.74 from $70.00 to $133.74, or 91.06 pe rce nt. As  shown

on S che dule  BAB-17 ,  S ta ffs  re com m e nde d  ra te s  would  inc re a s e  the  m onth ly b ill fo r a

re s ide ntia l cus tome r unde r the  fla t momMy fe e  ra te  by $9.79 from $70.00 to $79.79, or 13.99

26

A.

A.

A.

A.

pe rce nt.
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1 • Did the Company propose a phase-in of the rate increase?

2

3

4

5

6

7

Ye s , due  Compa ny is  e ffe ctive ly propos ing a  two ye a r pha s e -in with 70 pe rce nt of the  ra te

incre a s e  to be  ca pture d in the  firs t ye a r a nd the  re ma ining 30 pe rce nt in the  s e cond ye a r.

Furthe r,  the  Com pa ny propos e s  d irt a  s urcha rge  of $21.75 be  a dde d in  d ie  th ird  ye a r to

re cove r die  de fe rre d re ve nue s  due  to the  ra te  pha s e -in5. The  Compa ny indica te d tha t it is

s e e king the  re cove ry s urcha rge  in orde r to be  ma de  whole  a nd indica te d tha t the y did not

want to give  away the ir re turns  or revenue  foregone  during the  phase -in.6

8

9 • Do e s Staff ag ree  with  th e  ra te  p h as e -in ?

10 A.

11

No. Be ca use  S ta ffs  findings  indica te  tha t only a  minima l ra te  incre a se  is  ne ce ssa ry, the re fore

cons ide ra tion of a  pha se -in is  not ne ce ssa ry. Howe ve r, s hould the  Commis s ion de te rmine

12

13

14

15

16

17

18

19

tha t a  pha se -in is  a ppropria te , it should be  note d tha t in De cis ion No. 68306, the  Commiss ion

orde red the  Company to File  a  full ra te  ca se  in the  s ixth yea r of ope ra tions  us ing the  fifth yea r

a s  the  te s t ye a r. Ha d the  Compa ny complie d with this  orde r, a  ra te  ca s e  would ha ve  be e n

Ble d no la te r tha n 2012, us ing 2011 a s  the  te s t ye a rs . Als o  a s  no te d  in  the  Com pa ny's

te s tim o n y,  E DO  wa s  p u rc h a s e d  in  2 0 0 8  a n d  "it  to o k u s  a  wh ile  to  fu lly in te g ra te  th e

Compa ny's  pre -e xis ting books  a nd fina nce s  into the  Libe rty mode l." Furthe r the  Compa ny

wa s  de a ling with highe r prioritie s  for the ir othe r holdings  a nd the  filing of die s  ra te  ca se  wa s

de la ye d. Unde r the se  circumsta nce s , which a rgua bly ha ve  contribute d to the  s ignifica nt le ve l

20 of curre nt incre a se  be ing re que s te d by the  Compa ny, S ta ff be lie ve s  tha t the  Compa ny should

2 1 offe r to forgo a ny los t re ve nue s .

22

A.

Q

Q

5 Includes interest which is calculated at 6.92 percent, the Company's proposed rate of return.
6 Direct testimony of Company witness Matthew Garlics, page 17, lines 14-22.
7 Issued November 14, 2005, page 5, lines 21-22.
8 Direct testimony of Company witness Matthew Garlick, pages 11-12, lines 18-8.
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1 Service Charges

2 Q. Did the Company propose any changes to the service charges?

3 A.

4 $25.00,

5

6

7

8

Yes. The  Company propose s  to decrea se  the  Es tablishment of S e rvice  cha rge  from $30.00 to

re m o v e  th e  E s ta b lis h m e n t  (Afte r Ho u rs ) c h a rg e ,  c h a n g e  th e  R e c o n n e c t io n

(De linque nt) cha rge  from  $60.00 to the  a ctua l cos t of phys ica l dis conne ction, cha nge  die

de pos it inte re s t from two time s  the  a ve ra ge  re s ide ntia l bill to 6.00 pe rce nt, cha nge  the  La te

P a ym e nt P e na lty from  1.5  pe rce nt pe r m onth,  to  the  gre a te r of $5.00 or 1 .5  pe rce nt pe r

month, and add a  S e rvice  Cha rge  - a fte r hours  of $50.00.

9

1 0 Q. Does Staff agree with the Company's proposed changes to the various service

11 charges?

1 2 A. Yes. The  proposed changes  a re  rea sonable  and S ta ff recommends tha t due  a ll be  approved.

13

1 4 PURCHASED POWER ADJUSTOR MECHANISM ("PPAM")

1 5 Q. Has the Company requested a PPAM?

1 6 Ye s .

1 7

1 8 Q. What is a PPAM?

1 9

20

2 1

22

23

A P P AM is  a  me cha nism tha t a llows  the  Compa ny to pa ss  through incre a se s  or de cre a se s  in

powe r e xpe ns e s  to cus tome rs  without coming M for a  full ra te  ca s e . By de finition, a djus tor

me cha nisms  a re  for e xpe nse s  tha t routine ly fluctua te  wide ly. P owe r cos ts  for e le ctric utility

companie s  such a s  Arizona  P ublic S e rvice  tha t buy e lectricity on a  da ily ba s is  will usua lly see

wide  fluc tua tions  in  buying its  powe r. By compa ris on, wa te r utilitie s  powe r e xpe ns e s  a re

24 much le ss  vola tile .

25

l l

A.

A.
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1 Q. What reas ons  did  EDO give  for jus tifying a  PPAM?

2 A.

3

4

5

6

7

Because  EDO has  no control over the  ra te  it is  cha rged for e lectric power, the  Company's

proposed PPAM is intended as a  mechanism to pass along any cost increase, or decrease, in

purchased power to customers . The  Company be lieves  tha t a  closer match be tween costs

a nd cus tome r bills  will re duce  re gula tory la g, a nd cre a te  a  more  e fficie nt price  s igna l.

Additionally, EDO believes tha t the  presence  of a  PPAM will he lp ensure  tha t the  Company

has the opportunity to earn its authorized rate  of reborn.

8

9 Q. What is Staffs recommendation?

1 0 A. S ta ff re comme nds  a pprova l o f d ie  Compa ny's  p ropos e d  P P AM with  the  fo llowing

11 conditions:

1 2

1 3 (1)

1 4

1 5

1 6 (2)

1 7

1 8 (3)

EDO is  a llowe d to pa s s  through to its  cus tome rs  the  incre a s e  or de cre a s e  in

purchased power cos ts  tha t re sult from a  ra te  change  from any regula ted e lectric

service  provider supplying re ta il service  to EDO.

With in  90  da ys  of the  De cis ion  for th is  ra te  filing , EDO mus t File  a  P la n  of

Adminis tra tion ("POA") for the  PPAM for Commiss ion approva l.

EDO will only re cove r incre a se s  or re fund de cre a se s  tha t a re  due  to cha nge s  M

1 9 purchased power rates.

20

2 1 P ROP E RTY TAX ADJ US TOR ME CHANIS M

22 Q. Did EDO propose an adjustor mechanism for property taxes?

23 A. Yes.

24
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1 Q. Does Staff have any concerns about the Company having both a forward-looking

2 method of calculating property taxes and a property tax adjustor mechanism?

3 A. Yes.

4

5

The  Com pa ny p ropos e d  a nd  S ta ff re c om m e nde d  fo rwa rd -looking  p rope rty ta x

ca lcula tion typica lly provide s  more  re ve nue  for prope rty ta xe s  through ra te s  tha n the  a mount

dla t is  a ctua lly due  a nd pa ya ble  to the  Arizona  De pa rtme nt of Re ve nue  ("ADOR") .

6

7 Q. What is  the  main caus e of this  difference in property taxes ?

8 A.

9

10

11

12

The ADOR determines the property taxes of a utility using a formula that is based on a

utility's historical revenues. Under the ADOR methodology, the full cash value is based on

twice die average of the company's dorree previous years of actual revenue; Under the forward-

looking approach, the full cash value is based on twice the average of the Staff adjusted test

year revenue and the Staff recommended revenue (which includes the increase).

13

14 Q. Staff has recommended a slight rate increase, how will property taxes be impacted?

15

16

17

18

Even with a slight rate increase, Staffs recommended forward-looking property tax

calculation produces a property tax of $17,892 (based on a three year average revenue of

approximately $294,960) which is more than the Company's actual property tax expense of

$17,062 (based on a historical three year average revenue of $281,288) .

19

20 Q. What is Staffs recommendation?

2 1 A.

22

23

24

Staff recommends tha t the  Company be  provided the  option to choose  e ither (1) a  property

ta x a djus tor me cha nism wide  only the  a ctua l te s t ye a r prope rty ta x e xpe nse  of $17,062

included in operating expenses or (2) the Staff recommended property tax expense of $17,892

de rive d us ing the  forwa rd-looking prope rty ta x ca lcula tion with no prope rty ta x a djus tor

25 mechanism.

26

A.
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1 Q. Do e s  th is  c o n c lu d e  yo u r d ire c t te s timo n y?

2 Yes, it does.A.
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SCH #
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BAB -Cb
BAB-7
BAB-8
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BAB-16
BAB-17

TITLE
REVENUE REQUIREMENT
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RATE BASE _ FAIR VALUE
S UMMARY OF ORIGINAL COS T RATE BAS E ADJ US TMENTS
SUMMARY OF RECONSTRUCTION NEW LESS  DEPRECIATION COST RATE BASE ADJ USTMENTS
RATE BAS E ADJ US TMENT no. IA - EXCES S  CAP ACITY IOCRB)
RATE BASE ADJUSTMENT NO. LB _ EXCESS CAPACITY (R<;R8>
RATE BAS E ADJ US TMENT no. P A - EXP ENS ED P LANT lOCRB)
RATE BASE ADJUSTMENT NO. CB ._ EXPENSED PLANT (RCRB)
RATE BAS E ADJ US TMENT no. 3 - RCN FACTORS
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RATE BASE ADJUSTMENT NO, 5B - ACCUMULATED DEPRECIATION cR<1RB>
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REVENUE REQUIREMENT

$40,783

Liberty Utilities (Estrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

S c h e d u le  BAB-1

LINE
NO. D E S C R IP TIO N

[A]
COMPANY

FAIR
VALUE

[B]
S TAF F

F AIR

VALU E

1 Adjus ted Ra te  Bas e $2,154,978 $990,448

2 Adjus te d Ope ra ting Income  lLos s l ($25,408) $30,546

3 Curre n t Ra te  of Re turn  (L2 / L l ) -1 .18% 3.08%

4 Re quire d Ra te  of Re turn 6.92% 5.60%

5 R e qu ire d Ope ra tin g In c ome  (L4  * Ll) $149,085 $55,465

6 Ope ra ting Income  De fic ie ncy (LE  - LZ) $174,493 $24,919

7 Gros s  Revenue  Convers ion Fac to r 1.4593 1.6366

8 Required Revenue  Increa s e  (LE * LE) $254,641

9 Adjus te d Te s t Ye a r Re ve nue $281,288 $281,288

10 P ropos e d Annua l Re ve nue  (LS  + LE) $535,929 $322,071

11 Re quire d Incre a s e  in  Re ve nue  (%) 90.53% 14.50%

12 R a te  of R e tu rn  on  C ommon  E qu ity 8.40% 9.40%

References :

C olu mn  [A]: C ompa n y S ch e du le  A-1

Column [BI: S ta ff S che du le  BAB-3 , BCA-10 , a nd BCA-11
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Schedule BAB-2

GROS S  RE VE NUE  CONVE RS ION FACTOR

IA] [B] [C]LINE
N O DE S CRIP TION

CukuladanofGmJ.f RevenueCanfevzvian Farrar:
Revenue
Uncollectible Factor (Line 13)
Revenues (Ll - 12)
CombinedFederal and State Income Tax and Property Tax Rate (LZ9)
Subtotal (LE L i l
Revenue Conversion Factor (LI /  Ls)

_ 100.0000%
00000%

_1000000%
_ 38.8990%

61.1010%
1.636635

Calmlalion gr Unto//erftibleFader
Unity
Combined Federal and State Tax Rate (Ill)
One Minus Combined Income Tax Rate (LE » L10)
Uncollectible Rate
Uncollectible Factor (L11 * L12)

100.0000°/o
376300%

_. 62.3700%
0.0000%
0.0000%

100.0000%
5.5000%

94.5000%
a~40000%

_ _sz1300%

CakuMtion q[E_8Erl1v¢ TaxRates
Operating Meome Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Mcorne (L16 - L17)
Applicable Federal Income Tax Rate (L69)
Effective Federal Income Tax Rate (L18 * L19)
CombinedFederal and State Income Tax Rate (L17 + I20) 3'7.6300%

100 0()()0%
37 6300%
62 3700%
2.0346%

1.2690%

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
2 1
22
23
24
25
26
27
28
ZN

CalaulaliongfE#2rtiw p14619TaxFuror
Unity
Combined Federal and State Income TaxRate (L21)
One Moms Combined Income Tax Rate (L24 » LZS)
Property Tax Factor (BCA-14, L24)
Effective Property Tax Factor (116 * L27)
Combined Federal and State Income Tax and Property Tax Rate (L21 + Ill) 2l8.899097S.

$55,465
30,545

Required Operating Income (Schedule BAB-1: Line 5)
Adjusted Test Year Operating Income (Loss) (Schedule BCA-10: 1291
Required Increase in Operatirlg Income (L31 L32) $24,920

$26,890
11,856

Inccane Taxes on Recomnmlded Revenue (Col. [CL L61)
Income Taxes on Test Year Revenue (Col. [A], L61)
Required Increase i.n Revenue to Provide for Income Taxes (L35 - L36l $15,034

$3n,071
0.0000%

$0
$0

Recommended Revenue Requirement (Schedule BAB11: L10)
Uncollectible Rate (L12)
Uncolllectible Expense on Recommended Revenue (159 * L40l
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp. (L41 - L42) $0

$17:892
17>062

30
3 1
32
33
34
35
36
37
38
39
40
41
42
45
44
45
46
47
48
49

Property Tax with Recommended Revalue (BCA-17 L19)
Property Tax on Test Year Revenue (BCA117 L16)
Increase in Property Tax Due to klcrease in Revenue (L45 » L46) 830

Total Required Increase in Revenue (L33 + M7 + L43 + L47) $40,784

50
51
52
53
54
55
56
57
58
59
60
61

Ca/nflalion oflnrome Talc
Revenue (Schedule BCA-10, Col. [C] & Col. [5], LS)
Operating Expenses Ex dj.ng Income Taxes
Synchronized Interest lL69}
Arizona Taxable Income (L53 - L54 - L55)
Arizona State Income Tax Rate
Arizona Income Tax (L56 * L57)
Federal Taxable Income lL56 - L58)
Total Federal Income Tax
Combined Federal and State Income Tax (L58 + L60)

Tes t
Year

$281,288
238,887

10,895
$51,506
5.50000/o

1,733
$29,774

10,123
$11,856

$40,783
830

Staff
Recommended

$322,071
239,716

10,895
$71:460
5.5000%

3,930
$67,530
22:960

$26,890

62
63
64
65
66
67
68
69

Effective Tax Rate (CoL [q, L60 - Col. [AL mol / (Col. {q, L59 - Col [AL 1.59) 34.0000%

I

Ca/mlalion o1'Inte1e.ft Qynrlmznzznnan:
Rate Base (Schedule BAB-3, Col. [FL L23)
Weighted Average Cost of Debt (Schedde CSB-1: Col. [DD
Synchronized Interest (L67 * L68)

$990,448
1.1000%
$510,895

I



Liberty Utilities (Entrada Del Oro Sewer) Corp,

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-3

I RATE BASE . FAIR VALUE

LINE
NO.

[A] [B]
COMPANY COMPANY
ORIGINAL RECONSTRUCTION

COST COST
AS FILED AS FILED

[C]
COMPANY

FAIR
VALUE

AS FILED

[D]
STAFF

AD] USTED
ORIGINAL

CO ST

[E]
STAFF

AD) USTED
RECONSTRUCTION

COST

[Fl
STAFF

ADJUSTED
FAIR

VALUE

1

2

3

Plant in Service

less: Accumulated Depreciation

Net Plant in Service

354,010,609

1,569,249

$2,641,360 _

$6,522,610

1,920,523
$4,602,087

$5,266,610

1,644,886

$3,621,724

$2,933,505

1,043,629

$1,889,876

$3,972,734

980,944

_¥2_,991,789

$3,453,119

1,012,287

$2,440,833

LE5s.-

Contributions in Aid of Construction (CIAC)

Less: Accmnudated Amortization

Net CIAC

$1,013,352

85,869

$927,483

$1,522,616

155,486

$1,367,130

$1,267,984

_ 120,678

$1,147,307

$1,013,352

85,869

$927,483

$1,522,616

155,486

151,367,130

$1,267,984

120,678

$1,147,307

Advances in Aid of Construction (AIAC) $0 $0 $0 $0 $0 $0

Customer Deposits $2,360 $2,360 152,360 $2,360 2,360 $2,360

Deferred Income Tax Credits $214,584 $405,292 $309,938 $214,584 405,292 $309,938

ADD:

Cash Worldng Capita]

Prepayments

(23,189)
16,048

(23,189)

16,048

(23,189)

16,048

(6,829)

16,048

(6,829)
16,048

(6,829)

16,048

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 Rate Base $1,489,792 $2,820,164 $2,154,978 $754,669___ $1,226,227 $990,448

References:

Column [A]: Company Schedule B-2, page 1

Column [B]: Company Schedule B~3, page 1

Column [C]: (Column [A] + Column [BD/2

Column [D]: Schedule BAB-4a

Column [E]: Schedule BAB-4b

Column [F]: (Column [D] + Column [ED/2

I



SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

ReE Sch BAB 52. Ref: Sch BAB pa Ref: Sch BAB 8 Ref: Sch BAB 92

Liberty Utilities (Estrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-4a

[A] [B]
ADJ #la

Excess
Capacity

[c]
AD] #Za
Expensed

Plant

[D]
AD] #4
Working
Capital

[E]
ADJ #So

Accumulated

Dvitpreclatlon

[F]

L I N E

N O .

1

2

3

4

5

6

7

8

9

1 0

1 1

DESCRIPTION
C OMP ANY
AS  F ILED

STAFF
ADjUSTED

$37,898
799

400,000
308,225
124,916

7,141
480,710

0
122,760

3,845
2,457

26,226
153,187
126,541

150

0
0

(242,176)
0
0
0
0
0
0
0
0
0
0

(830,674)
0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

(4,253)

0

0

. 0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

1,052,968

27,752

5,541

0

1,747

12,188

0

A C C T.

N O .

351

352

353

354

355

360

361

362

363

364

365

370

371

375

380

381

382

389

390

390.1

391

393

394

395

396

398

903

904

940

940.1

Organization

Franchises

Land

Strictures 8: Improvements

Power Generation

Collection Sewer Forced

Collection Sewers Gravity

Special Collecting Structures

Customer Services

Flow Measuring Devices

Flow Measuring Installations

Receiving Wells

Pumping Equipment

Reuse Trans. And Dist. System

Treatment & Disposal Equipment

Plant Sewers

Outfall Sewer Line s

Other Sewer Plant 8: Equipment

Office Furniture 8: Equipment

Computers and Software

Transportation Equipment

Tools, Shop & Garage Equipment

Labratory Equipment

Power Operated Equipment

Communication Equipment

Other Tangible Plant

Land and Land Rights

Structures and Improvements

Office Furniture & Equipment

Computers and Software

$37,898
799

400,000
550,401
124,916

7,141
480,710

0
122,760

3,845
2,457

26,226
153,187
126,541

1,887,896
27,752
5,541

0
1,747

12,188
0

5,348
5,947

0
0
0

1,129
12,332
1,354

12,514

5,348

5,947

0

0

0

1,129

12,332

1,334

12,514

Touxl Plant in Service $4,610,309 ($1,072,851)- (154,253) $0 $0 32558505

Less: Accumulated Depreclation 1,369,249 (471,183) 0 0 145,562 1,043,629

1 2

13

14

15

16

17

1 8

19

2 0

2 1

2 2

2 5

2 4

2 5

26

27

2 8

29

3 0

3 1

3 2

33

34

35

36 Net Plant in Service (L59 - L 60) $2,641,360 ($4,253) $0 ($14S,562) $1,889,876

LE.SI.Y:

Contributions in Aid of Construction (CIAC)

Less: Accumulated Amortization

Net CIAC (L25 L26)

151,013,352

85,869

$927,483

30
0

$0

$0
Q_

$0

$0

0

$0

$0

0

$0

$1,013,352

85,869

$927,483

Advances in Aid of Construction (AIAC)

Customer Deposits

Deferred Income Taxes

0

2,360

214,584

0

0

0

0

0

0

0

0

0

0

0

0

0

2,360

214,584

37

38

39

40

41

42

43

44

45

46

47

48

49

50

AD D :
Cash Working Capital

Prepayments

Original Cost Rate Base

(23,189)

16,048
$1_,489,792

0

0

($601,668)

0

0
(154,253)

16,360

0

$16,360

0

_ 0
(814S,562)

(6,829)

16,048
$754,669



Liberty Utilities (Entrada. Del Oro Sewer) Corp .

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-4b

S UMMAR Y OF  R EC ONS TR UC TION NEW LES S  DEP R EC IATION C OS T R ATE B AS E ADIUS TMENTS

[A] [C]
AD] #Zh

Expensed

Plant

Ref: Sch BAB

[D]
ADI #3

RCN Factors

[G]

DES CRIPTION

[B]
ADJ  # lb

Excess
C O MP ANY Capacity

$0 $0
0 0

412,000 0
1,239,996 (388,451)

85,000 0
7,464 0

1,648,990 0
0 0

375,300 0
6,000 0
3,000 0

44,500 0
87,861 0

450,550 0
1,958,835 (861,888)

88,095 0
62,680 0

0 0
1,747 0

12,188 0
0 0

5,348 0
5,947 0

0 0
0 0
0 0

1,129 0
1,334 0

12,332 0
12,514 0

[E] [F]
AD] # 4 AD] #S b
Working Accumula ted
Caging Deprecia tion S TAFF

_Cb[ Re f: S ch BABJ  I Re f: S ch BAB 8 | Re f: S ch BAB 9b| ADJ US TED

$0 $0 $0 $0 $0
0 0 0 0 0
0 0 0 0 412,000
0 (357,153) 0 0 494,393
0 0 0 0 85,000
0 0 0 0 7,464
0 (884,180) 0 0 764,810
0 0 0 0 0
0 0 0 0 375,300
0 0 0 0 6,000
0 0 0 0 3,000
0 0 0 0 44,300
0 0 0 0 87,861
0 0 0 0 450,550

(4,415) 0 0 0 1,092,534
0 0 0 0 88,095
0 (53,792) 0 0 8,888
0 0 0 0 0
0 0 0 0 1,747
0 0 0 0 12,188
0 0 0 0 0
0 0 0 0 5,348
0 0 0 0 5,947
0 0 0 0 0
0 0 0 0 0
0 0 0 0 0
0 0 0 0 1,129
0 0 0 0 1,334
0 0 0 0 12,332
0 0 0 0 12,514

Organization

Franchises

Land
Structures & Improvements

Power Generation

Collection Sewer Forced

Collection Sewers Gravity

Special Collecting Structures

Customer Services

Flow Measuring Devices

Flow Measuring Installations

Receiving Wells

Pumping Equipment
Reuse Trans. And Dist. System

Treatment & Disposal Equipment

Plant Sewers
Outfall Sewer Line s

Other Sewer Plant 8: Equipment

Office Furniture & Equipment

Computers and Software

Transportation Equipment

Tools, Shop & Garage Equipment

Labratory Equipment

Power Operated Equipment

Coxnxnunication Equipment

Other Tangible Plant

Land and Land Rights

Strictures and Improvements

Office Furniture & Equipment
Computers and Software

Total Plant in Service $6,552,610 ($1,250,338) (84,413) ($1,295,124) $0 $0 $3,972,734

U N E  A C C T

NC ) N C )

1 351

2 352

3 353

4 354

5 355
6 360

7 361

8 362

9 363

10 364

11 365

12 370

13 371

14 375

15 380

16 381

17 382

18 389

19 390

20 3 9 0 1

21 391

22 393
23 394

24 395

25 396

26 398

27 903

28 904
29 940

30 9 4 0 4

3 1

32

33

34

35
36

Less: Accumulated Depreciation 1,920,523 (532,283) 0 (280,160) 0 (127,135) 980,944

Net Pl21lt in Service (L59 L 60) _̀:4,602,0s'7 ' ($718,055} (94,413) ($1,014,9644 $0 $127,135 $2,991,789

LE.SI.S̀ :

Contributions in Aid of Construction (CIAC)

Less: Accumulated Amortization

Net CIAC (L25 L26)

$1,522,616

155,486

$1,367,130

$0

$0

$0
0

$0

$0
0

$0

$0
0

$0

$0
0

$0

$1,522,616

155,486
$1,367,130

Advances in Aid of Construction (AIAC)

Customer Deposits

Deferred Income Taxes

0

2,360

405,292

0

0

0

0

0

0

0

0
0

0

0

0

0

0

0

0

2,360
405,292

ADD:

I

37

38
39

40

41

42

43

44

45

46

47
48

49
50

Cash WorkingCapital

Prepayments
ReconstructionCost Rate Base

(23,189)

16,048
$2,820,164

0

_ 0
($718,055)

0

- _ 0
($4,413)

0

..- 0
($1,014,964l

16,360

_ _ 0 _
$16,360

0

0
$127,135

(6,829)

16,048
$1,226,227

I



RATE BAS E ADJ US TMENT NO. 1  A - EXCES S  CAP ACI TY (OCRB)

LINE
NO.

ACCT.
n o . D E S C R IP T IO N

ORIGINAL
COST

COMPANY
AS FILED

ORIGINAL
COST

ADJUSTMENTS

O R IG IN AL
COS T
S TAFF

AS  ADJ US TED

Liberty Utilities (Estrada Del Ore Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-5a

rAn 181 [C]

354

380

Structures  8: Improvements
Tre a mle nt & Dis pos a l Equipme nt

$550,401

1,887,896

$2,438,297

(§i$242,176)
(830,674)

($1,072,851)

$308,225

1,057,222

$1,365,446

Less: Accumulated Depreciation $1,369,249 l$471,183l $898,066

Plant In Se rvice
Adjus tme nt

354

380

S tricture s  & Improve me nts
Tre a tme nt & Dis pos a l Equipme nt

As Filed

$550,401

1,887,896

Sta ff Ca lcula ted
Excess  Capacity

44.000/0
44.00%

$242,176

830,674

Pla nt In Se rvice
Adjus tme nt

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

354

380

Accumula te d De pre cia tion
S tricture s  & Improve me nts
Trea tment 8: Disposa l Equipment

$242,176

830,674

Number of Yea rs
9.5
9.5

Accumulated

Depreciation

Depreciation Rate Adjustment

3.33% $76,613

5.00% 394,570

$4717183

References:
Column [A]:
Column LB]:
Column [C]:

Company Schedule B~2, Page 3
Tes timony, BAB, S ta ff Enginee ring Report
Column [A] + Column [B]



RAE BASE AD-USTM ENT no . LB - EXCESS CAPACITY (RCRB)

LINE
NO.

ACCT.
NO. DESCRIPTION

RECONSTRUCTION
COST

COMPANY
AS FILED

RECONSTRUCTION
COST

ADJUSTMENTS

RECONSTRUCTION
COST
STAFF

AS ADJUSTED

Liberty Utilities (Entrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-5b

[Al [Bl [C]

1 354
380

Structures & Improve merits
Treatment & Disposal Equip re rt

$1,239,996

1,958,835

$3,198,831

(8388,451)

(861,888)

($1,250,338)

$851,545
1,096,947

81,948,493

Less: Accumulated Depreciation $1,920,523 ($532,283) $1,388,240

ACCT.
NO. DESCRIPTION
354 Stnlctures & Improve merits
380 Treatment & Disposal Equiprne rt

Staffs OCRB

Adjustment

($242,176)

(830,674)

RCN Factor
1 .60
1 .04

Staffs RCN
Adjustment

(3388,451)
(861,888)

Staffs OCRB

Accumulated Deprecation

Adjustment

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

354

380

Structures & Improve merits
Treatment 8: Disposal Equip re rt

$76,613

394,570

Staffs RCN
Accumulated Deprecation

RCN Factor Adjustment
1.60 $122,886
1.04 409,397

$532,283

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B-3, Page 3
Te simony, BAB, Staff Engine ring Report, Schedule BAB-5a
Column [A] + Column [B]



R.ATE BASE AD USTMENT no. 2.A - EXPENSED PLANT (OCRB)

LINE
NO.

ACCT.
n o . Des c rip tion

COMPANY
AS FILED

S TAFF
ADJ US TMENTS

S TAFF
AS  AD]US TED

Fr o m  Tr e a tm e n t  & Dis p o s a l Eq u ip m e n t  t o  Exp e n s e

Schedule BAB-6aLiberty Utilities (Estrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

[A] IB] IC]

380 Treatment & Disposal Equipment $1,887,896 (354,253) $1,883,6431

2

3

4

5

6

7

8

9

10

11

Acct. No. Yea r Vendor Na me
380 2014 Brewer Trucking

Des cription _
Vacuum Truck Service

Amount
$4253

References:
Column A:
Column B:
Column C:

Company Schedule B-2, Page 3
Testimony, BAB, Company Data Request Responses CSB 1.4
Column [A] + Column [B]



RATE BAS E ADJ US TMENT NO . CB - EXP ENS ED P LANT RCRB

LINE
n o .

ACCT.
no. Description

C O MP ANY
AS  FILED

S TAFF
ADJ US TMENTS

S TAFF
AS  ADJ US TED

Liberty Utilities (Estrada Del Oro Sewer) Corp.
Docket No. SW-04316A-16-0078
Test Year Ended October 31, 2015

Schedule BAB-6b

r81 [Cl

1 380 Treatment & Disposal Equipment $1,958,835 l$4,413) $1,954,422
2

3
4
5
6
7
8
9
10
11

ACCT.
NO . DES CRIP TION
380 Treatment & Disposal Equipment

Staffs OCRB
Adjustment

$4,253

IA]

RCN Factor
1.04

S ta ffs  RCN
Adjus tment

$4,413

References:
Column A:
Column B:
Column C:

Company Schedule B-2, Page 3
Testimony, BAB, Company Data Request Responses CSB 1.4, Schedule BAB-7a
Column [A] + Column [B]



RATE BAS E AD US TMENT n o . 3  - RCN FACTORS

LINE
n o .

ACCT.
no. DESCRIPTION

COMPANY
AS FILED

STAFF
ADJUSTMENTS

S TAFF
AS  ADJ US TED

Liberty Utilities  (Entrada  Del Oro  Sewer) Corp .
Docket No. SW-04316A-16-0078
Tes t Year Ended October 31, 2015

Schedule BAB-7

[Al rB [Cl

354
361
382

Structures 8; Improvements
Collection Sewers Gravity
Outfall Sewer Lines

$1,239,996
1,648,990

62,680
$2,951,666

($357,153)
(884,180)
(53,792)

($1,295,124)

$882,843
764,810

8,888
$1,656,542

Less: Accumulated Depreciation $1,920,523 l$280,160) $1,640,363

S taff
Recommended

RCN
Factor

1.6040
1.5910
1.6040

Staff

Recommended

R C N

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

354

361

382

Structures & Improvements
Collection Sewers Gravity
Outfall Sewer Lines

Company
Adjusted
OCRB
As Filed

$550,401
480,710

5,541

Company
RCN

Factor
As Filed

2.25
3.43

11.31

Company
Adjusted

RCN
$1,239,995
1,648,990

62,680

$882,843
764,810

8,888

S niff
Recommended

Adjus tment
for RCN

($357,153)
(884,180)

(53,792)
($1,295,124)

354
361
382

Structures & Improvements
Collection Sewers Gravity
Outfall Sewer Lines

Company
Adjusted

OCRB A/D
As Filed

$158,313
87,377
1,722

Company
RCN
Factor

As Filed
2.25
3.43

11.31

Company
Adjusted

RCN
A / D

$356,662
299,731
19,479

Staff Staff Staff

Recommended Recommended Recommended

R C N R C N Adjustment

Factor A / D for RCN A/D

1.6040 $253,934 ($102,729)

1.5910 139,017 (160,714)

1.6040 2,762 (16,717>

($280,160)

References:

Column A:

Column B:

Column C:

Company Schedule B-3, Page 3.2
Tes ony, BAB, Staff Engineering Report
Column [A] + Column [B]



Liberty Utilities (Estrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-8

RATE BASE ADJUSTMENT no. 4 - ALLOWANCE FOR CASH WORKING CAPITAL

tAl [B] [C] [D] IE] [F] [Go

C O MP A N Y

AS FILED

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

100

E X P E N S E
L E A D / L A G

0.00

27.32

186.00

48.89

0.00

0.00

10.18

20.00

31.79

22.71

0.00

31.25

0.00

(80.00)

91.25

213.96

0.00

37.00

LEAD/LAG
FACTOR

[H]
CASH WORKING

C APITAL

R E Q UI R E D

$0
8

(950)

(910)

0

60

160

1,085

(103)

210

0

(1)
493

6,357

(3,880)

(9,086)

0

(273)

DESCRIPTION

Salaries and Wages

Purchased Water

Sludge Removal

Purchased Power

Fuel for Power Production

Chemicals

Materials and Supplies

Contractural Services Professional

Contractural Sevices - Testing

Contracmral Services - Other

Rents

Transportation

Insurance

Miscellaneous

Interest Expense (Synchronized)

Property Taxes

Taxes other than Income

Income Tax

6,288

21,362

22,606

22,243

0

62,674

STAFF REVENUE
ADIUS TM E NT ADIUS TE D LE AD/ LAG

$0 $0 28.61
0 2,379 28.61
0 2,204 28.61
0 16,374 28.61
0 0 28.61
0 770 28.61
0 3,171 28.61
0 46,007 28.61
0 11,872 28.61
0 12,995 28.61
0 0 28.61
0 100 28.61
0 6,288 28.61
0 21,362 28.61
0 22,606 28.61

(4,351) 17,892 28.61

0 0 28.61
(50,818) 11,856 28.61

NET
LEAD/LAG

28.61

1.29

(157.39)

(20.28)

28.61

28.61

18.43

8.61

(3.18)

5.90

28.61

(2.64)

28.61

108.61

(62.64)

(185.35)

28.61

(8.39)

0.0784

0.0035

(04312)

(00556)

0.0784

0.0784

0.0505

0.0236

(00087)

0.0162

0,0784

(00072)

0.0784

0.2976

(0.1716)

(05078)

0.0784

(00230)

L I N E
N O .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19
20 Total $231,045 Staff Calculated Working Cash Requirement ($6,829)

Company Working Cash Requirement as filed
Total adjustment ro Working Cash Requirement

(23,189)
316,360

I

REFERENCES:

Column [A]: Company Schedule B-5 page 1
Column [B]: Testimony, BAB and BCA

Column[C]: Column [A] + Column [B]

Column [D]: Company Schedule B-5 page 1

Column [E]: Company Schedule B-5 page 1

Column [F]: Column [D] - Column [E]

Column [G]: Column [F] / 365

Column [H]: Column [C] X Column [G]

I



RATE BASE AD USTMENT no. 5A - ACCUMULATED DEPRECIATION OCRB

Liberty Utilities (EstradaDel Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31,2015

Schedule BAB-9a

[B]
LINE
NO .

1

ACT.
NO. DESCRIPTION

Accumulated Depreciation

[A]
COMPANY
AS FILED ADIUSTMENT

$145,562

ac]
STAFF

ADIUSTED
$1,514,811_$1,369,249

[B]

ADJ US TMENT
$0

0

0

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

351
352
353
354
355
360
361
362
363
364
365
370
371
375
380
381
382
389
390

390.1
391
393
394
395
396
398
903
904
940

940.1

Organization
Franchises
Land
Structures & Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installations
Receiving Wells
Pumping Equipment
Reuse Trans. And Dist. System
Treatment & Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture & Equipment
Computers and Software
Transportation Equipment
Tools, Shop 8: Garage Equipment
Libratory Equipment
Power Operated Equipment
Communication Equipment
Other Tangible Plant
Land and Land Rights
Structures and Improvements
Office Furniture & Equipment
Computers and Software

8,288

[C]
STAFF

AD]US TED
550
0
0

166,601
34,735
1,333

87,377
0

22,915
3,589
2,293
8,151

144,230
29,526

982,553
12,951

1,722
0

933
5,688

0
1,159
2,455

0
0
0
0

1,002
200

5,398
$1,514,811

[A]
COMP ANY
AS  FILED

$0
0
0

158,313
34,735
1,333

87,377
0

22,915
3,589
2,293
8,151

129,032
29,526

860,477
12,951

1,722
0

933
5,688

0
1,159
2,455

0
0
0
0

1,002
200

5,398
$1,369,249

(0)

(0)
0

0

0

(0)
0

0

15,198

0

122,076

(0)
0

0

0

(0)
0

(0)
0

0

0

0

0

0

0

0

$145,562

REFERENCES:
Column [A]: Company Schedule B-2 Page 3.6
Column [B]: Direct Testimony, BAB
Column [CI: Column [A] + Column [B]



RATE BASE AD USTMENT no. 5B - ACCUMULATED DEPRECIATION RCRB

LibertyUtilities (EstradaDel Ore Sewer) Corp.
Docket No. SW-04316A-16-0078
Test Year Ended October31, 2015

Schedule BAB-9b

[B]
LINE
NO .

1

AC T.

NO. DES CRIP TION
Accumulated Depreciation

[A]
COMPANY
AS FILED
$1,920,523

[C]
STAFF

ADIUSTMENT ADIUSTED
($127,135) $1,793,388

[B]

RCN
FACTOR

2

3

4

5

6

7

8

9

10

11

1 2

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

351

352

353

354

355

360

361

362

363

364

365

370

371

375

380

381

382

389

390

390.1

391

393

394

395

396

398

903

904

940

940.1

Organization

Franchises

Land

Structures & Improvements

Power Generation

Collection Sewer Forced

Collection Sewers Gravity

Special Collecting Structures

Customer Services

Flow Measuring Devices

Flow Measuring Installations

Receiving Wells

Pumping Equipment

Reuse Trans. And Dist. System

Treatment & Disposal Equipment

Plant Sewers

Outfall Sewer Lines

Other Sewer Plant & Equipment

Office Furniture & Equipment

Computers and Software

Transportation Equipment

Tools, Shop & Garage Equipment

Labratory Equipment

Power Operated Equipment

Communication Equipment

Other Tangible Plant

Land and Land Rights

Structures and Improvements

Office Furniture & Equipment

Computers and Software

[A]
STAFF

ADJ US TED
O C  A/D

$0
0
0

166,601
34,735
1,333

87,377
0

22,915
3,589
2,293
8,151

144,230
29,526

982,553
12,951

1,722
0

933
5,688

0
1,159
2,455

0
0
0
0

1,002
200

_ 5,398
$1,514,811

0.00

0.00

1.03

1.60

0.68

1.05

1.59

0.00

3.06

1.56

1.22

1.69

0.57

3.56

1.04

3.17

1.60

0.00

1.00

1.00

0.00

1.00

1.00

0.00

0.00

0.00

0.00

1.00

1.00

1.00

[C]
STAFF

ADJ US TED
R C  A/D

$0
0
0

267>227
23,620
1,400

139,017
0

70,121
5,598
2,798

13,775
82,211

105,113
1,021,855

41,054
2,762

0
933

5,688
0

1,159
2,455

0
0
0
0

1,002
200

5,398
151,793,388

REFERENCES:
Column [A]: Company Schedule B-2 Page 3.6
Column [B]: Direct Tes timony, BAB
Column [CI: Column [A] + Column IB]



Staff
Recommended

Percent
Increase

Present
Rates

Company
Proposed

Percent
Increase

Present
Rapes

Company
Proposed

Staff
Recommended

Liberty Utilities (Estrada Del Ore Sewer) Corp.
Docket No. SW-04316A-16-0078
Test Year Ended October 31, 2015

Schedu le  BAB-16

R AT E D E S IG N

$70.00
5.60

91.06% [1]
91.05%

$79.79 13.99%
Monthly Service Charge
Residential Service
School Service - Per Student
Commercial 1 inch and smaller
Commercial 1 1/2 inch
Commercial 2 inch
Commercial 3 inch
Commercial 4 inch
Commercial 6 inch
Commercial 8 inch
Commercial 10 inch

N T
N T
N T
N T
N T
N T
N T
N T

$133.74
10.699
140.00
280.00
448.00
896.00

1,400.00
2,800.00
4,480.00
6,440.00

79.79
159.58
255.33
510.66
797.90

1,595.80
2,553.28
3,670.34

Commerical, per 1,000 gallons N T 6.00 5.00

Efflu e n t Sales
Per thousand gallons
Per Acre  Fee t

N T
N T

Marke t Price
Marke t Price

Market Price
Market Price

Year 2
$133.74

Year 3
$133.74

21.75
$15549

Year 4_
$133.74

[1] Propos ed Phas e -In Yea r 1
Res identia l Monthly Charge  $114.61

Foregone Reveneus  Surcharge
Tota l $114.61 $133.74 $133.74

$30.00
60.00

60.00
NT

>l<>o<

N T
N T
* *

$25.00
Remove

(1)
(2)

$50.00; (3)
Remove

(4)
(5)

6.00%
25.00
1 .50%

(6)
Cost

$25.00
Remove

(1)
(2)

$50.00; (3)
Remove

(4)
(5)

6.00%
2500
1 .50%

(6)
Cost

Service Charges'
Establishment
Establishment (After hours)
Reestablishment of Service (Within 12 Months)
Reconnection (Delinquent)
After-Hours Service Charge
Customer Deposit
1\/Linimum Deposit Residential
Minimum Deposit - Non-residential
Deposit Interest
NSF Check Charge
Deferred Payment Finance Charge
Late Charge
Main Extension/Additional Facilities
Revenue Taxes & Assessments

25.00
1.50%
150%

Cost
*** ***

NT Means no tariff
* Per A.A.C. R14-2-603(D) - Months off system times the minimum charge.

** Per A.A.C. R14-2-603(B)
*** In addition to the collection of regular rates, the utility will collect from its

customers a proportionate share of any privilege, sales, use, and franchise tax.
Per Commission rule A.A.C. R14-2-608(D) 5.

(1) Per A.A.C. R14-2»603(D), residential and non-residential customers shall pay
applicable minimum charge times number of months disconnected.

(2) Customer shall pay the actual cost of physical disconnection and Establishment
(if same customer) and there shall be no charge for disconnection if no physical
work is performed.

(3) The after-hours service charge shall apply to any service requested by Customer
that is performed by Company after regular hours and shall be in addition to the
regular business hours service charge.

(4) Two times average bill.
(5) Two and one-half times average bill.
(6) Greater of $5.00 or 1.50% per month on unpaid balance.
(7) Per A.A.C. R14-2-606(B).

¢

I I



Liberty Utilities (Estrada Del Oro Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31, 2015

Schedule BAB-17

TYPICAL BILL ANALYSIS
Residentia l

Company Proposed

Present Proposed
Rates Rates

Dolla r Percent
Increase Increase

$70.00 $133.74 $63.74 91.06%

Staff Recommended

$70.00 $79.79 $9.79 13.99%



Date Invoice #

3/5/2014 1915an _
Bill To

Liberty Water
Attn' Accounts Payable
12725 W, Indian School Road. Ste. D-loI
Avondale, AZ 85392

ssarx Date p . o. NO~ Temls Project

2*=18,Q014 23200 Net 30 I l03"8-Gold Canyon WWTPNac Track Svs

Quantity Description Rate Amount

11.5

I

12

I

GOLD CANYON SEWER - Camino Del Oro to Gold Canyon Wastew= tar Treatment Plant:

02=l81l4; Vacuum Truck Service - I 1.5 hours to transport 4 loads from Camino Del Ore to
Gold Canyon WWTP @ S85.00/hottr
l4% Fuel Surcharge

02/25314; Vacuum Track Service - 12.0 hours to transport 4 loads from Camino Del Oro to
Gold Canyon WWTP @ $85.00/hour
14% Fuel Surcharge

Project No.: ll03'78
Stan Date: ozn 8/14

\ €( \\

85.00

136.85

85.00

142.80

550

977.50

I36.85

I ,020.00

142.80

I 'I

Please remit to:P.O.Box 7030,Mesa, AZ 85216
Total $2,277. l5M

AT T AC HM ENT  A

HBrewer
38 ea 18\11 l lT r l r\(1

9 Jpa au*

D Invoice

HJ /
servicing your environmental transport ration needs

5'D EQEWE
M 10m bi

• Q13

l

RO. Box 7030, Mesa, AZ85216 * Off: 480-654-111] * Fax: 480-654-8/99

8

ll



LIBERTY ut1Lm£s (SUB) CORP.

To: Brewer Truddng LLC 2

Check Number: 021428

Date' 03/17/2014

InvoiceNumber Date

sp20aRErnu

Deggiptign Amount Discount Paid Amount

1915
1916
1916.1
1916.2
1916.3
1916.5
1916.4 I

03/05/2014
03/05/2014
03/05/2014
03/05/2014
03/05/2014
03/05/2014
03/05/2014

Job 8143.20014-000518 3
Recetvings Transaction Entry
Receivirgs Transaction Entry
Recdvings Transaction Entry
Realvlngs TransactionEnb-y
JOb 8143-20014-000518 3
Job 8143-20014-000518 3

US$2,277.15
US$2,9B0.18
US$3,115.21
US$3,004.B0
US$l,859.30
US$1,021.70

US$954.61

US$0.00
US$0.00
US$0.00
U5$0.00
US$0.0D
US$0.00
US$D.00

US$2,277.15
US$2,9B0.I.8
U5$3,115.21
US$3,004.80
iJS§i;8"695@-

"'3§§§,021.70
US$954.61

TOTALS : ' i '§1s,222.9s US$0.00 Ts§13,222.95

WLCK!51\1C TOWER pR:lmnG us-ass-ouurl
pnlmib IN u.s.



Date Invoice #

3/5/2014 1916

na-

Bill To

Liberty Water
Attn' Accounts Payable
12725 w. Indian School ROM. Ste. D~l0l

Mondale, AZ 85392

Start Date P.O.No, Terms Project

2i3»'2014 As Referenced Here., N8130 I l0378.2-Gold Canyon WWTP=IBin Svs.

Quantity

-L

Description Rate Amount

74.50
125.67

. _

74.50
I 17.23

'7153
123.07

74.50
120.15

w12»~d33;3$
_ . _

3shw8 837438
I 19.23

-
879Tf0

\€0u') 123.07

41%29 33332

74.50
134.12 _o<=n..l°l

958.07
134,12

74.50
\2s.za

916.35
\04Jl -U3128.28

_

14.50
123.90

-

885.06
\0f§,QV 123.90

12.05
I

I 1.24
I

11.8
I

I 1.52
I

12.86
I

12.3
I

I1.88
l

12.31
l

11.19
l

10.94

GOLD CANYON SEWER - Gold Canyon Wastewater Treatment Plant'

Roll-Off Bin Service
02203: 14: Manifest #22309 » 12.05 tons @ $74.50/ton (P.0. #23089)
14°1 Fuel Surcharge

02»'06, 14; 1vta»if=s1 #22195 - 11.24 tons @ $74.50/ton (P.O. #23090) 1 2 1
14°8 Fuel Surcharge x i

,58> 5 Lai
02/10/14: Manifest #22 I99 ¢ I 1.8 tons @ $74.50/ton (P.O.#2309l)
14% Fuel Surcharge

n i n . I

02/1 I/14: Manifest #22201 0 I L52 tons @ $74.50/ton (P.O. #23092)
14% Fuel Surcharge

02/I3/14: Manifest #22204 ¢ 12.86 tons @ $74.50/ton (P.O. #23120)
14% Fuel Surcharge

srtc\ew'
s

33842,02/17/14: Munifesn #22212 - 12.3 tons @ $74.50/ton (P.O. #23123)
14% Fuel Surcharge

\v
02/18/142 Manifest #22215 ¢ 11.88 tons @ $74.50/ton (P.O. #231241
14% Fuel Surcharge

02/I9/14: Manifest #22217 - 12.31 zone @ $74.50/ton (P.O. #23125)
14% Fuel Surcharge "

02/21/14:
14% Fuel Surcharge

3)C(, '5\ 9

: a  '

1v1=nif=s¢ #22223 . 11.19 tons @ s74.s671<m (p.o. #251261 "0,3 4 8

02/24/14: Manifest #22224 - 10.94 tons @ $74.50/lon (P.O. #23127)

74.50
12838

917.10
6 4 %  m a s s V

74.50
I 16.70 %9.3u

833.66
l16.70

74.50 815.03

Please remi t  to'P.O.  Box 7030, M e s a ,  AZ  8 5 2 1 6 Total

HBrewer B 18BEl l l II I Nwe (I\Gr 1
J _ J J

......servicing your environmental transport ration needs

3@3I:v3
MAR I 02014 Invoice

_

Ur

v

RO. Box '030, Mesa, AZ 85216 * '3%'?380.654.1111 * Fax: 480-654-8199

I v

4

I



Dale Invoice #

3/S/2014 1916Bill To

Liberty Wata-
Ann- Accounts Payable
12725 w. Indian School Road, Ste. D-l0l
Mondale, AZ 85392

Start Date P.O. No. Terms Projec t

2/3/2014 As Referenced Here... Net 30 l l0378.2-Gold Canyon WWTP/Bin Svs.

Quantity Description Rate Amount

'Bo .\2> 114.10

We*
824.12
l ls.4s

l

l1.01
I

I 1.24
I

12.03
I

114.10la% Fuel Surcharge

74.50
115.45

02/2$Il4° Manifest #22225 - 11.07 Ions @ $74.50/ton (P.0. #23 l28)
14% Fuel Surcharge 1,

74.50
117.23

_

Vuc<e1g>*=JLé

we.
f?>cc€v<>'=*' 9 2 1 >

74.50
125.46

02/26/I4: Manifest #22226 - I 1.24 tons @ $74.50/ton (P.O. #23 l29)
la% Fuel Surcharge )

02/27/I4: Manifest #22227 u 12.03 Ions @ $74.50/lon (P.O. #23 l30)
l4% Fuel Surcharge

_ n

Project NO.' 110378.2
Stan Date: 02/03/14

><:Qc°@-r'-\* b2>iLp»-8920187

Q CCc@ 3%@ 3£>r

we €Q1QT 'X~233,3_,8- wc
KFQJ .°S6@e~;>s' M M - 3  \

LM) V=€&-1>s' 1<\'»3>2>1'2>i'>-s,

£ 8 366€852 ,1945v28~3>

w e 837.38
I17.23

_ 1

knro
896.24
125.46

D

at

O

I

Please remit to'P.O. Box 7030, Mesa, AZ  85216
Total $12,945.80

HBre we r I l8 HEW E g 1 8H; ,Lr [1

. s e r v i c i n g  y o u r e n v i r o n m e n t a l t r a n s p o r t  r a t i o n n e e d s

I n v o i c e

r=1

RO. Box 7030, Mesa, AZ 85216 * P5}l°- 380-654.1111 * Fax: 480-654-8199



ATTACHMENT B

LIBERTY UTILITIES (ENTRADA DEL ORO SEWER) CORP.
DOCKET no. SW-04-316A-16-0078

RESPONSES TO STAFF'S FIRST SET OF DATA REQUESTS
s

May 19, 2016

Respondent: Liberty Utilities (Entrada Del Oro Sewer) Corp.

Address: 12725 W. Indian School Road, Suite D-101
Avondale,  AZ 85392

Company Response Number: CSB 1.9

Cash Working Capital _("CWC") . - .  With r ega rds  to the Company's  Cash
Working Capital Allowance calculation (Referring to Schedule B-5 and associated
supporting work papers), please answer or provide the following:

a. Explain the negative 15 day revenue lag period shown in the Company's
lead-lag study workpapers?

b. Does Liberty EDO require its customers to prepay for sewer services? If
yes, provide a copy of the current tariff showing that such a service pre-
payment has been authorized by the ACC.

c . Explain why some of the lead lag study workpapers accompanying other
recent Liberty rate case filings show positive service period lag day.

d. Does Liber ty EDO have res ident ia l cus tomers  tha t  take advantage of
automatic bank account withdrawals as the means of payment sewer service
bills  as  the come due? If yes,  explain how these automatic bank draw
arrangements were given consideration in the Company's lead lag study.

e. Copies  of  the actua l  cus tomer  b il ls  tha t  were r andomly selected and
evaluated as a part of this lead lag study.

f. When was this lead-lag study undertaken?

g. How did the Company identify the service time or period associated with
the transactions chosen in its transaction sample? (Generally, Staff believes
individual invoices would need to be reviewed and evaluated in order to
determine the service period covered by individual three party invoices.)

10

Q.

H ml



LIBERTY UTILITIES (ENTRADA DEL ORO SEWER) CORP.
DOCKET NO. SW-04316A-16-0078

RESPONSES TO STAFF'S FIRST SET OF DATA REQUESTS

May 19, 2016

Respondent: Liberty Utilities (Estrada Del Oro Sewer) Corp.

Address: 12725 W. Indian School Road, Suite D-101
Avondale,  AZ 85392

h. Regarding the miscellaneous expense category lead/lag of a negative (80)
days, please explain why the Company would choose to pay the invoices
noted on lines 29 through 33 of the AP Miscellaneous Exp Tab ahead of the
service period for these items?

i. Why do the miscellaneous expense lead or  lag days vary so much in the
CWC ca lcula t ions in the pending Entrada  Del Oro Sewer ,  Bella  Vista
Water, Rio Rico Water and Sewer rate cases?

j. Explain the 177 lag days shown on the AP Purchased Power Tab?

k. Did the Company include insurance expense as a prepayment/other working
capital item as well as including this in its CWC calculation? Explain your
response and why this is appropriate?

1. Explain how often (e.g., monthly, quarterly, semi-annually, annually, etc.)
APUC pays federal and sta te taxes for  customers located in the United
States of America. As part of your response, please provide supporting
documentation for the expense lag of 37.00 days used for income tax.

m. Expla in the 0  expense lag days  used for  chemica ls .
response, please provide supporting documentation.

As  pa r t  of  your

RESPONSE:

The Company incorrectly calculated its Revenue Lag on the assumption that
billings for EDO were performed in advance of the service period when, in
fact, billings occur in arrears, or at the end of the period. Accordingly, the
revenue lag should be 28.61 days consisting of a 15 day service lag, plus a 5

1 1

l I I III

a.



LIBERTY UTILITIES (ENTRADA DEL ORO SEWER) CORP.
DOCKET NO. SW-04316A-16-0078

RESPONSES TO STAFF'S FIRST SET OF DATA REQUESTS

May 19, 2016

Re s ponde nt: Liberty Utilities (Estrada Del Ore Sewer) Corp.

Addre s s : 12725 W. Indian School Road, Suite D-101
Avondale, AZ 85392

da y billing la g,  p lus  a n 8 .61 da y pa ym e nt la g.  The  Com pa ny will upda te  for
this  corre ction in its  re butta l.

No .

The  Compa ny ca nnot e xpla in uns pe cifie d workpa pe rs  from othe r ra te  ca s e s .

The  Com pa ny's  le a d  la g  s tudy re fle c ts  p re s e n t ope ra ting  c irc um s ta nc e s .
The  Com pa ny d id  no t us e  a  s a m ple  o f cus tom e r b ills .  The  Com pa ny us e d
a n a ccounts  re ce iva ble  turn-ove r a na lys is  to de te nnine  the  pa yme nt la g.

P le a s e  s e e  the  workpa pe r file  "EDO Le a d La g.
79

The  le a d-la g s tudy wa s  pe rform e d in 2015 a nd is  ba s e d upon 2014 a ccounts

pa ya ble  a nd a ccounts  re ce iva ble  da ta .

P e r dis cus s ion with S ta ff, the  pa re nthe tica l pa rt of the  que s tion is  de le te d.
The  s e rvice  la g to be  re s ta te d for the  corre ction note d in a ., a bove , re fle cts
the  a ve ra ge  pe riod, or one  ha lf of a  typica l 30-da y month of s e rvice  la g.

Th e  la g  re fle c ts  a n  a n a lys is  o f th e  c o m p a lly's  a c tu a l AP  a c tiv ity. S om e
a c tiv ity re q u ire d  p a ym e n t is  a d v a n c e  o f s e rv ic e ,  a n d  th is  in c re a s e s  th e

a s socia te d le a d la g pe riod.

The  le a d la g a na lys is  is  pe rform e d on a  ca s e  s pe c ific  ba s is .  If S ta ff wis he s
to  ide ntify s pe c ific  d iffe re nce s  be twe e n th is  ca s e  a nd othe r ra te  ca s e s ,  the
Compa ny ma y be  a ble  to furthe r re s pond.

The  AP  P urcha s e d P owe r Ta b doe s  not s how a  177 da y la g or le a d.j.

k. SUPPLEMENT No.

SUPPLEMENT The Company, through Liberty Utilities, makes quarterly
tax payments as required by the IRS regulations.

1 2

b.

c.

d.

h .

e.

f.

g.

i.

1.

I'll



LIBERTY UTILITIES (ENTRADA DEL ORO SEWER) CORP.
DOCKET no.  SW-04316A-16-0078

RESPONSES TO STAFF'S FIRST SET OF DATA REQUESTS

May 19, 2016

Respondent: Liberty Utilities (Entrada Del Oro Sewer) Corp.

Address: 12725 W. Indian School Road, Suite D-101
Avondale, AZ 85392

SUPPLEMENT The Company did not have any AP history to ascertain the
payment lag so it used zero.

m.

1 3
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EXECUTIVE SUMMARY
LIBERTY UTILITIES (ENTRADA DEL ORO SEWER), CORP.

DOCKET nos. SW-04316A-.6-0078 & SW-04316A-16-0085

Liberty Utilities (Entrada Del Oro Sewer), Corporation ("Entrada Del Oro" or "EDO" or
"Company") is an Arizona public service corporation that provides wastewater utility service to
approximately 336 customers that reside in the Entrada Del Oro development which is located
approximately four miles east of Gold Canyon M Penal County. The current rates for Enttada Del
Oro were approved in Decision No. 68306, dated November 14, 2005.

Entrada Del Oro seeks Commission authority to increase its revenues by $254,641 or 90.53
percent over its reported test year revenues of $281,288, for a total of $535,929. The Company's
proposed revenue increase would produce an operating income of $149,085 or a 6.92 percent rate of
return on its reported Fair Value Rate Base ("FVRB") of $2,154,978

Staff recommends an increase of $40,713 or 14.50 percent over the test year revenues, for a
total of $322,071. Staffs recommended revenue requirement results M an operating income of
$55,465 or a rate of return of 5.60 percent on Staffs adjusted FVRB of $990,445.



Direct Testimony of Brendan Aladi
Docket Nos. SW-04316A-16-0078 et.aL
Page 1

1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3

4

5

My na me  is  Bre nda n C. Ala di. I a m a  Public Utilitie s  Ana lys t III e mploye d by the  Arizona

Corpora tion Commis s ion ("Commis s ion") in the  Utilitie s  Divis ion ("S ta fF'). My bus ine s s

address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as a Public Utilities Analyst III.

8 A.

9

1 0

11 I a m a ls o

1 2

As  a  P ublic  Utilitie s  Ana lys t, I a na lyze  a nd e xa m ine  a ccounting, fina ncia l, s ta tis tica l a nd othe r

in fo rm a tion  inc lude d  in  u tility ra te , F ina nc ing  a nd  o the r a pp lic a tions . In  a dd ition , I p re pa re

wr it te n  re p o r ts  b a s e d  o n  m y a n a lys e s  a n d  p re s e n t  S ta ffs  re c o m m e n d a tio n s  to  th e

C o m m is s io n  o n  u tility re ve n u e  re q u ire m e n ts , ra te  d e s ig n , a n d  o th e r is s u e s .

re s pons ible  for te s tifying a t form a l he a rings  on the s e  m a tte rs .

13

14 Q. Please describe your educational background and professional experience.

15 A. I

16

re ce ive d a  Ba che lor of Scie nce  De gre e  in Accounting from Ce ntra l S ta te  Unive rs ity, in

Wilbe rforce , Ohio a nd a  Ma s te rs  of Arts  De gre e  in Accounting from the  Unive rs ity of

17 Illinois , in Springfie ld.

18

19 Since joining the  Commission in 2007, I have participated in numerous ra te  cases and other

20

2 1

22

23

24

regula tory proceedings  involving water, and wastewater utilities . I have  tes tified on matte rs

involving re gula tory a ccounting a nd a uditing. Additiona lly, I ha ve  a tte nde d utility-re la te d

s e mina rs  s pons ore d by the  Na tiona l As s ocia tion of Re gula tory Utility Commis s ione rs

("NARUC") on ra te ma king a nd a ccounting de s igne d to provide  continuing a nd upda te d

education in these areas.

25

A.



Dire ct Te s timony of Bre nda n Ala di
Docke t Nos. S W-04316A-16-0078 e t.a1.
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1 Q. What is the scope of your testimony?

2 A.

3

I am presenting S ta ffs  ana lys is  and recommenda tions  for the  Libe rty Utilitie s  (Entrada  De l

Oro S e we r), Corpora tion ("Entra da  De l Oro" or "EDO" or "Compa ny") re ve nue s  a nd

4 expenses .

5

6 Q. What is  the  bas is  of Staffs  recommendations ?

7

8

I ha ve  pe rform e d a  re gula tory a udit of the  Com pa ny's  a pplica tion to  de te rm ine  whe the r

sufficient, re levant, and re liable  evidence  e ids ts  to support the  Company's  requested revenues

9 a nd e xpe nse s . The  re gu la to ry a ud it c ons is te d  o f e xa m in ing  a nd  te s ting  the  fina nc ia l

1 0

11

1 2

informa tion, a ccounting re cords , a nd othe r supporting docume nta tion a nd ve rifying tha t the

a ccounting princ iple s  a pplie d we re  in  a ccorda nce  with the  Com m is s ion-a dopte d NARUC

Uniform S ys te m of Accounts  ("US OA") .

13

1 4 Q. What is the primary reason for EDO's requested permanent rate increase?

15 A.

1 6

1 7

1 8

1 9

According to the  Applica tion, the  re ve nue s  from its  utility ope ra tions  a re  pre se ntly ina de qua te

to provide  a  fa ir ra te  of re tune . The  Compa ny is  s e e king Commis s ion a pprova l for ce rta in

a djus tme nts  to its  ra te s  a nd cha rge s  for utility s e rvice  so tha t the  Compa ny ma y re cove r its

ope ra ting e xpe nse s  a nd ha ve  a n opportunity to e a rn a  re a sona ble  ra te  of re turn on the  fa ir

va lue  of its  prope rty.

20

2 1 Q. Have you prepared any schedules to accompany your testimony?

22 Ye s , I ha ve  pre pa re d s che dule s  BCA-10 dough BCA-15.

23

A.

A.
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1 BACKGROUND

2 Q. Pleas e  provide  a  brief des cription of Es trada  Del Oro and the  s ervice  it provides .

3 A. Entrada  De l Oro is  a  for-profit Arizona  Cla ss  D public se rvice  corpora tion engaged in the

4 business of providing wastewater service in portions of Penal County, Arizona. EDO

5

6

7

provided wastewater service to approximately 336 customers during die test year. Liberty

Utilities purchased the stock of Estrada Del Oro in August of 2008. The current rates for

the Company were approved in Decision No. 68306, dated November 14, 2005.

8

9 Sum772a0f of Operating Income Aauximenly

10

11 Rate  Case  Expense - This  adjustment decreases  ra te  case  expense  by $21,667 to provide  for a

12 normalized leve l of ra te  case  expense .

13

14

15

De pre cia tion Expe nse - This  adjustment decreases  deprecia tion expense  by $58,437 to re flect

S ta ffs  ca lcula tion of deprecia tion expense  based upon S ta ffs  recommended plant ba lances .

16

17

18

Income  Ta x Expe ns e - This  a djus tme nt incre a se s  income  ta x e xpe nse  by $24,150 to re fle ct

the  income  tax obliga tion on S ta ffs  adjus ted te s t yea r taxable  income .

19

20 OPERATING INCOME

2 1 Reverts

22 Q. What are the results of Staffs analysis of test year revenues, expenses and operating

23 income of EDO?

24 As  s hown on S ta ff S che dule s  BCA-10 a nd BCA-11, S ta ffs  a na lys is  re s ulte d  in  te s t ye a r

25 revenues of $281,288, expenses of $250,743 and opera ting income of $30,545.

26

A.



Direct Tes timony of Brendan Aladi
Docket Nos. SW-04316A-16-0078 et.a1.
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1 Operating /w0w8 Adjuftmenl No. 1 - Rule Cafe Expense

2 Q. What amount does Entrada propose for Rate Case expense for the test year ended

3 Oc to b e r 31, 2015?

4 The Company proposed a $130,000 estimate in rate case expense which was amortized over

5 three years for an annual rate case expense of $43,333.

6

7 Q. Does Staff agree with the Company's proposed $130,000 estimate in rate case

8 expense?

9 A.

1 0

11

1 2

13

No. Staff requested documentation to support the $130,000 estimate in Tate case expense. In

re sponse  to da ta  reques t BCA-7.1, the  Company has  only provided contractor's  invoices

tota ling $22,135.56 a nd uns upporte d le ga l e xpe ns e s  tota ling $28,744.61 for a  tota l of

$50,880.17 as of August 2,, 2016. Therefore , Staff is  concerned that the  Company estimate

for total rate case expense is too high.

1 4

15 Q . Does Staff make an adjustment to Estrada Del Oro rate case expense?

1 6 A. Yes. Staff reduces the EDO rate case expense by $65,000 from $130,000 to $65,000.

1 7

18 Q. What does Staff recommend for rate case expense for EDO?

1 9 A.

20

Staff recommends normalizing the $65,000 rate  case expense over three years for an annual

rate case expense of $21,667 $130,000-$65,000/3) as shown on Schedule BCA-12.

2 1

22 Q. Will Sta ff c o n s id e r  a lte r in g  ra te  c a s e  e xp e n s e  if th e  Co m p a n y p ro vid e s  a d d it io n a l

23 s u p p o r t in g  in vo ic e s ?

24 A. Ye s .

25

A.
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1 Operating Iwonfe Adjustment No. 2 --- Dqbretiation Eagbenye andAmorti alion Expense

2

3

Q. What amount of deprec ia tion and amortiza tion expens e  did EDO propos e  for the  tes t

year ended October 31, 2015?

4 EDO proposed $135,073 of depreciation expense for the test year ended October 31, 2015.

5

6 Q . Di d  S t a f f  m a k e  a n y a d j u s t m e n t  t o  t h e  p r o p o s e d  d e p r e c i a t i o n  a n d  a m o r t i za t i o n

7

8 A.

9

10

e xpe ns e ?

Yes. S ta ff m a de  a n  a d jus tm e nt o f $58 ,437  re duc ing  EDO  propos e d  de pre c ia tion  a nd

a mortiza tion e xpe nse  of $135,073 to $76,636. S ta ff a djus te d de pre cia tion e xpe nse  to re fle ct

a pplica tion of the  S ta ff-re comme nde d de pre cia tion ra te s  to the  S ta ff re comme nde d pla nt a nd

CIAC ba la nce s .11

12

13 Q. Wh a t is  S ta ffs  re c o m m e n d a tio n ?

14 A. Staff recommends decreasing depreciation expense in EDO by $58,431 as shown on

15 S chedule  BCA-13.

16

17 Operating Income Adjhzflmenl No. 3 - Income Taxer

18 Q , Wh a t  a m o u n t  o f  i n c o m e  t a x  e x p e n s e  d i d  E DO  p r o p o s e  f o r  t h e  t e s t  ye a r  e n d e d

19 October 31, 2015?

20 A. EDO proposed income  taxes  expense  of nega tive  $12,294.

21

22 Q- Did Staff  make any adjustments to test year Income Tax expense?

23

24

25

Ye s . S ta ff ma de  a n a djus tme nt of $24,150 incre a s ing EDO propose d income  ta x e xpe nse  of

ne ga tive  $12,294 to $11,856. S ta ffs  a djus tme nt re fle cts  S ta ffs  ca lcula tion of the  income  ta x

expense  based upon S ta ffs  adjusted test year taxable  income.

26

A.

A.
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1 Q. What is Staffs recommendation?

2 Staff recommends income tax expense of $11,856 as shown on Schedules BCA-14.

3

4 REVENUE REQUIREMENT

5 Q. What did the Company propose for an increase in Operating Revenue?

6

7

The Company proposed increasing operating revenue by $254,641 or 90.53 percent over its

reported test year revenue of $281,288, for a total of $535,929.

8

9 Q. What does Staff recommend for an increase in Operating Revenue?

10 A. Staff reconmlends a $40,783 increase in operating revenue, from $281,288 to $322,071 as

11 shown on S che dule  BCA-10.

12

13 Q .

14

How does the above revenue requirement translate to the bottom line, or available

operating income, for the Company?

15 A.

16

17

The Company's requested revenue requirement of $535,929 results M an operating income

level of $149,085 which is also a 6.92 percent rate of return. Staffs recommended revenue

requirement of $322,071 results M an operating income level of $55,465 which is also a 5.60

18 pe rce nt ra te  of re turn.

19

20 Q. Does this conclude your direct testimony?

2 1 A. Yes, it does.

A.

A.



Liberty Utilities (Estrada Del Oro Sewer) Corp .
Docket No. SW-04316A-16-0078
Test Year Ended October 31, 2015

Schedule BCA-10

OPERATING INCOME STATEMENT _ ADJUSTED TEST YEAR AND STAFF RECOMMENDED

[B] [D] [E]

LINE
NO . DES CRIP TION

[A]
COMPANY
ADJUSTED
TEST YEAR

AS FILED

STAFF
TES T YEAR

ADJ US TMENTS
Adj.
No.

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
R E C O MME NDE D

CHANG ES
STAFF

R E C O MME NDE D

RE VENUES:
Metered Wastewater Revenues

Unmetered Wastewater Revenues

Other Wastewater Revenues

$279,713

0

1,575

$281,288

$0

0

0

$0

$279,713

0

1,575

$281,288

$40,783

0

0

$40,783

$320,496

0

1,575

$322,071-Total Operating Revenues

$0

0
0
0
0
0
0
0

1

2

OPERAHNG EXPENSES. .

Salaries and Wages

chased Water

Sludge Removal

Purchased Power

Fuel for Power Production

Chemicals

Materials and Supplies

Contractural Services - Professional

Contractural Sevices - Testing

Contractural Services - Other

Office Supplies and Expenses

Transportation

Insurance

Regulatory Comrmssnon

Miscellaneous

Depreciation and Amortization

Taxes other than Income

Property Taxes

Income Taxes

Interest on Customer Deposit

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

100

6,288

43,333

21,362

135,073

0

17,062

(12,294)

0

$306,696

(825,408)

$0

0
0
0
0
0
0
0
0
0
0
0
0

(21,667)
0

(58,437)
0
0

24,150
0

($55,954)
$55,954

3
4

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

100

6,288

21,667

21,362

76,636

0

17,062

11,856

0

$250,743

$30,545

0
0
0
0
0
0
0
0
0

830
15,034

0
$15,864

_$24:919

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

100

6,288

21,667

21,362

76,636

0

17,892

26,890

_ .._. - 0

$266,606

$55,465
Total Operating Expenses
Operating Income (Loss)

OTHER INCOME KEXPENJEI:
Interest and Divuiend Income
AFUDC Income
Miscellaneous Non~Uti1ity Expense
Interest Expense (22,606)

(22,606)
(22,606l_
(22,606)

(22,606)

(22,606)

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

Total Other Income (Expense)

Net Income (Loss) ($48,014) $55,954 $7,939 $249918 $32,858

References:
Column [A]: Company Schedule C-1
Column [B]: Schedule BCA-11
Column [C]: Column [A] + Column [B]
Column [D]: Schedules BAB-1 and BAB-2
Column [E]: Column [C] + Column [D]

I



SUMMARY OF OPERATING INCOME STATEMENT ADJUSTMENTS _ TEST YEAR

Re f: S ch BCA 12 Re E S ch B C A 13 Re f: S ch BCA 14

Lib e rty  Ut ilit ie s  (Es t ra d a  De l Oro  S e we r) Co rp .

Do c ke t  No . S W-04316A-16-0078

Te s t  Ye a r En d e d  Oc to b e r 31, 2015

S c he du le  BCA-11

[A] [C] [13] [E ]

LINE
NO .

Depreciation

Expense

ADT #2

S T AF F

DESCRIPT ION

R EVENUES.-

Metered Wastewater Revenues

Unmetered Wastewater Revenues

Other Wastewater Revenues

C O MP AN Y

AS  F ILE D

[B]
Regulatory

Commission

iRate Case Expenses

AD ] # 1

In c o m e  Ta x

Expe ns e

A D I # 3 ADJ US T E D

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

Total Operating Revenues

$279,713

0

1,575

z81,288

$0

0

0

$0

$0

0

0

$0

$0
0
0

$0

$279,713

0

1,575

$281,288

18

OPERATING EXPEN5ES..

Salaries and Wages

Purchased Water

Sludge Removal

Purchased Power

Fuel for Power Production

Chemicals

Materials and Supplies

Contractural Services . Professional

Contractural Sevices - Testing

Contractural Services Other

Rents

Office Supplies and Expenses

Transportation

Insurance

Regulatory Commission

Miscellaneous

Depreciation and Amortization

Taxes Adler than Income

Property Taxes

Income Taxes

Interest on Customer Deposit

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

0

100

6,288

43,333

21,362

135,073

0

17>062

(12,294)

0

$306,696

(325,408)

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

(21,667)

0

0

0

0

0

0

($21,667)

$21,667

$0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

(58,437)
0
0
0
0

58437)

$58,437

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

24,150

0

$24,150

($24,150)

$0

2,379

2,204

16,374

0

770

3,171

46,007

11,872

12,995

0

0

100

6,288

21,666

21,362

76,636

0

17,062

11,856

0

$250,742

$30,546
T ota l Operating Expenses

Operat ing Income (Loss)

O THE R  INC O ME  (E XP E NS E ):
In te re s t a nd Divide nd Inc om e

AF U D C Inc om e

Mis ce lla ne ous  Non-Utility Expe ns e

Inte re s t Expe ns e

$0

0

0

(22,606)

(822,606)

$0

0

0

0

$0

$0

0

0

2
$0

$0

0

0

0

$0

$0
0
0

-_§22,606>
($22>606)

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

Total Other Income Expense)

Ne t  In c o m e  (Lo s s ) ($48:014) $51,667 __" $58,437 184350) _ _3,940



OPERATING INCOME AD USTMENT NO. 1 .. REGULATORY COMMISSION EXPENSE

Libe rty Utilitie s  (Es tra da De l Oro Sewer) Corp.
Docket No. SW-04316A-_6-0078
Test Year Ended October 31, 2015

Schedule BCA-12

LINE
NO. DES CRIP TION

1 Regulatory Commissions- Rate Case Expense

[A]
COMP ANY
PROPOSED

$43,333

[B]
STAFF

ADJUSTMENTS
(SEZL667)

[C]
STAFF

RECOMMENDED
$65,000

Estimated Rate Case Expense as 65,000

Normaliza tion Period 38 3

Annual Normaliza tion $ 21,667

Adjustment to Rate Case Expense

References:
Column A:
Column B:
Column C:

Company Schedule C-1
Testimony, BCA, Staff Direct Schedule
Column [A] + Column [B]



LINE
NO.

ACCT
NO. DESCRIPTION

PLANT In
SERVICE

Per Staff

NonDepreciable

or Fully Depre<:i'\ted

PLANT

DEPRECIABLE
PLANT

ICQ A - Col B)
DEPRECIATION

RATE

DE P R E C IATION
E XP E NS E

(Col c x Col D>

Liberty Utilities (Entradu Del Ore Sewer) Corp.

Docket No. SW-04316A-16-0078

Test Year Ended October 31> 2015

Schedule BCA-13

OPERATING INCOME ADJUSTMENT no. 2 _ DEPRECIATION EXPENSE ON TEST YEAR PLANT

rAn [Bl I I I ID]

$37,898

799

224,000

$0

:lo

0

0

0

0

0

0

0

0

0

$176,000

$308,225

$124,916

$7,141

$480,710

$0

152,687

$122,760

$3,845

$2,457

$26,226

$500

$126,541

$1,052,968

$27,752

115,541

350
$1,747

$112,188

$0

851

352

353

354

355

360

361

362

363

364

365

370

371

375

380

381

382

389

390

390.1

391

393

394

395

396

398

903

904

940

940.1

Organization

Franchises

Land

Structures 8: Improvements

Power Generation

Collection Sewer Forced

Collection Sewers Gravity

Special Collecting Structures

Customer Services

Flow Measuring Devices

Flow Measuring Installations

Receiving Wells

Pumping Equipment

Reuse Trans. And Dist. System

Treatment Be Disposal Equipment

Plant Sewers

Outfall Sewer Lines

Other Sewer Plant 8: Equipment

Office Furniture & Equipment

Computers and Software

Transportation Equipment

Tools, Shop 8: Garage Equipment

Libratory Equipment

Power Operated Equipment

Communication Equipment

Other Tangible Plant

Land and Land Rights - Corporate Allocation

Structures and Improvements - Corporate Allocation

Office Furniture 8: Equipment .. Corporate Allocation

Computers and Software - Corporate Allocation

$37,898

799

400,000

308,225

124,916

7,141

480,710

0

122,760

3,845

2,457

26,226

153,187

126,541

1,052,968

27,752

5,541

0

1,747

12,188

0

5,348

5,947

0

0

0

1,129

12,332

1,334

12,514

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$5,348

$5,947

$0

$0

$0

0 .0 0 %

0 .0 0 %

0 .0 0 %

3.33%

5 .0 0 %

2 .0 0 %

2 .0 0 %

2 .0 0 %

2 .0 0 %

10.00%

10 .00%

3 .3 3 %

12. 50%

2.50%l

5 .0 0 %

5.00%

3 .3 3 %

6.67%

6.67%

20 .00%

20 .00%

5.00%

10 .00%

5.00%

10.00%

10 .0 0 %

0 .0 0 %
2 .5 6 %

6 .6 7 %

20 .00%

$1,129

$12,332

$1,334

$12,514

$0

0

0

lD,264

6,246

143

9,614

0

2,455

385
246

873

63

3,164

52,648

1,358

185

0

117

2,438

0

267

595

0

n

0

0

316

89
2,503

Total Plant $2,933,505 $415,384 $2,518,121 $93,996

1

z

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41
42

43

44
45

Contribution(s) in Aid of Construction (Gross)

Less: Non Amorciznblc Contributiou(s)

Fully Amortized Contribution(s)

Amortizable Ccmtribution(s)

Times: StafTProposed Amortization Rate

Amortization of CIAC

81,267,984

400,000

0

$867,984

2.00%

$17,360

Depreciation Expense Before Amortization ofCIAC:

Less Amortization of CIAC:

Test Year Depreciation Expense _ Staff:

Depreciation Expense . Company:
Staffs Total Adjustment:

$93,996

17,360

$76,636

135,073 ..
($58,437) .

References:
Column [A]:

Column 1131:

Column [Coz

Column lD]:

Column [E]:

Schedule BAB-4a

From Column [A]

Column [A] - Column [B]

Engineering Staff Report

Column [C] x Column [D]

I

l l \ Lu I

H81



OPERATING INCOME ADJ USTMENT no. 3 .. TEST YEAR
INCOME TAXES

Liberty Utilities (Estrada I)el Oro Sewer) Corp.
Docket No. SW-04316A-16-0078
Test Year Ended October 31,2015

Schedule BCA-14

LIN E
NO .

1

Tes t Year

$281,288
2

3

4

5

6

7

8

9

DESCRIPTION
Cm/w/lation off/uwf/eTax:

Revenue (Schedule BCA-11)
Operating Expenses Excluding Income Taxes
Synchronized Interest lLl7)
Arizona Taxable Income (Ll .. LE .. LE)
Arizona State Income Tax Rate
Arizona Income Tax (L4 x LS)
Federal Taxable Income (LE - LE)
Total Federal Income Tax
Combined Federal and State Income Tax (L44 + Lil)

238,887

10,895 .

$31,506

5.5000°/o

$1,733

$29,774

$10,123

- _$11,856

10

11

12

13

14

15

$990,445

Calruhiion aflnicre.r1' .$_}'/ubmnigaiion:

Rate Base (Schedule BAB-3, Col. [F], L23)

W eighted Average Cost of Debt

Synchronized Interest (L16 x L17)

1.10%

310,895

16

17

18

19

20

Income Tax - Per Staff

Income Tax - Per Company

Staff Adjustment

$11,856

(12,294) .

$24,150



PROPERTY TAX EXP ENS E CALCULATION

LINE
NO. P rope rty Ta x C a lc u la tion

STAFF
AS  ADIUS TED

STAFF
RECOMMENDED

Liberty Utilities (Entrada Del Oro Sewer) Corp.
Docket No. SW-04316A-16-0078
Test Year Ended October 31, 2015

S c h e d u le  BC A-1 5

$281,288
2

$562,576
322,071

$884,647
3

$294,882

1
2
3
4
5
6
7
8
9
10

11
12
13
14
15

Staff Adjusted Test Year Revenues
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue, Per Schedule BAB-1
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)

Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate (Per Company Schedule C-2, Page 3, Line 15)

$281,288
2

$562,576
281,288

$843,864
3

$281,288

2
$562,576

0
3,492

$559,084
18.0°/o

$100,635
16.95470/0

2
$589,765

0
3,492

$586>273
18.0%

$105,529
16.9547%

$0
16
17

Staff Test Year Adjusted Property Tax (Line 14 * Line 15)
Company Proposed Property Tax

$17,062
17,062

18

19
20
21

$0Staff Test Year Adjustment (Line 16-Line 17)

Property Tax - Staff Recommended Revenue (Line 14 * Line 15)

Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Expense Due to Increase in Revenue Requirement

$17,892
17,062

$830

22

23

24

Inc re a s e  to  P rope rty Ta x Expe ns e

Inc re a s e  in  Re ve nue  Re quire m e nt

Inc re a s e  to  P rope rty Ta x pe r Do lla r Inc re a s e  in  R e ve nue  (Line 19 /Line  20 )

$830
40,783

2.0346%

N
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EXECUTIVE SUMMARY
LIBERTY UTILITIES (ENTRADA DEL ORO) CORP.,

DOCKET nos. SW-04316A-16-0078 AND SW-04316A-16-0085

Fin a n c in g

Entrada requested approval to borrow funds from Liberty Utilities Company ("Liberty
Uti]ities") to rebalance its capital structures by replacing equity with debt. Entrada requests to
borrow an amount not to exceed $1,750,000 Staff recommends approval.

Qrs t  o f Ca p ita l

Entrada requested consideration of a fair value rate base and proposed a fait value rate of
return ("FVROR") of 6.92 percent. Entrada's proposed FVROR was calculated using a 12.00
percent cost of equity, a 3.50 percent cost of debt, and a capital structure consisting of 30.0 percent
debt and 70.0 percent equity.

Staffs recommended FVROR of 5.60 percent was calculated using a 9.40 percent cost of
equity, a 3.50 percent cost of debt, a 0.46 percent cost for the fair value increment, and a capital
structure consisting of 30.0 percent debt and 70.0 percent equity.



Direct Testimony of Crysta l S . Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 1

1 1. INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3

4

5

My na me  is  Crys ta l S . Brown. I a m a n Exe cutive  Consulta nt III e mploye d by the  Arizona

Corpora tion Connnis s ion ("ACC" or "Comlnis s ion") in the  Utilitie s  Divis ion ("S ta fF'). My

business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as an Executive Consultant III.

8 A.

9

I am responsible  for the  examina tion and verifica tion of Financia l and s ta tis tica l information

included in utility ra te  applica tions and odder Financia l matters , including performing studies

1 0

1 1

to estimate the cost of capital component in rate filings and developing revenue requirements.

In addition, I and schedules that include Staffpre pa re  writte n re ports , te s timonie s ,

1 2 recommendations to the  Commission. I am a lso responsible  for testifying a t formal hearings

1 3 on these matters.

1 4

1 5 Q. Please describe your educational background and professional experience.

1 6 A.

1 7

I rece ived a  Bache lor of Science  Degree  in Business  Adminis tra tion from the  Univers ity of

Arizona, and a  Bachelor of Science Degree in Accounting from Arizona State  University.

1 8

1 9 S ince  joining the  Commiss ion in August 1996, I have  pa rticipa ted in numerous  ra te  ca se s  and

20 other regulatory proceedings involving electric, gas, water, and wastewater utilities. I ha ve

2 1

22

23

24

A.

te s tifie d on ma tte rs  involving re gula tory a ccounting, a uditing, a nd the  cos t of ca pita l.

Additiona lly, I have  a ttended utility-re la ted seminars  sponsored by the  Nationa l Associa tion

of Regula tory Utility Commissioners  ("NARUC") on ra temaldng and accounting designed to

provide continuing and updated education in these areas.



Direct Testimony of Crysta l S . Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 2

l Q. What is the scope of your testimony in this case?

2 A.

3

4

5

My testimony provides Staffs recommendations concerning die  Company's  shareholder cost

a lloca tion and financing applica tion. It a lso includes  S ta ffs  recommended capita l s tructure ,

cos t of equity, and overa ll fa ir va lue  ra te  of re turn ("FVROR") for e s tablishing the  revenue

requirement for Liberty Utilitie s  (Entrada  Del Oro) Corp., ("Entrada" or "Company") .

6

7 Order of Testimony

8 Q. What is the order of your testimony?

9 A.

1 0

I will first discuss Staffs analysis and recommendation regarding Entrada 's  financing followed

by Staffs cost of capital analysis and recommendations.

l l

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

27



Dire ct Te s timony of Crys ta l S . Brown
Docke t Nos . S W-04316A-16-0078 e t. a l.
Page 3

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

FINANCING



Direct Testimony of Crystal S. Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 4

1 FINANCING

2 Q. Would you pleas e  provide  a  brief background of the  financing application?

3

4

5

On Ma rch 7, 2016, Es tra da , file d a  F ina ncing a pplica tion to incur long te rm  de bt. Entta da

re que s te d Com m is s ion a pprova l to  borrow a n a m ount not to  e xce e d $1,750,000 from  its

pa re nt compa ny Libe rty Utilitie s  Co. ("Libe rty Utilitie s ) .

6

7 Q. When did the Company file its certification of publication for the loan?

8 A. The  Compa ny Ble d its  ce rtifica tion of publica tion a nd proof of ma iling on April 1, 2016.

9

1 0 Q. What is  the purpos e of the loan?

11

1 2

Entta da  s ta te d tha t the  purpos e  of die  loa n is  to  re ba la nce  its  ca pita l s truc ture  from  100

percent equity capita l s tructure  to a  70 pe rcent equity and 30 pe rcent debt capita l s tructure .

1 3

1 4 Q. What are the terms of the loan?

1 5 A. The  tota l a mount of the  loa n will not e xce e d $1,750,000. In a ddition, Entta da  will e nte r into

1 6

1 7

1 8

1 9

20

2 1

22

a dditiona l loa n a gre e me nts  e ve ry s ix months  a s  ne ce s s a ry to ma inta in a  ca pita l s tructure

cons is ting of 70 pe rce nt e quity a nd 30 pe rce nt de bt. Howe ve r, a t no time  will the  individua l

loa n e xce e d the  tota l a mount of de bt tha t Entra da  re que s te d. The  inte re s t ra te  for the  loa n,

which is  a  fixe d ra te , is  e qua l to the  a ve ra ge  of the  10-ye a r Unite d S ta te s  Tre a sury bond ra te

a s  publis he d on Bloom be rg F ina nc ia l Ma rke ts  for the  prior 30 da ys  plus  a n in te re s t ra te

spre a d to be  e qua l to the  indica tive  10-ye a r spre a d on Libe rty Utilitie s ' mos t re ce nt priva te

placement. The  ma turity da te  of the  loan is  10 yea rs  a fte r clos ing on the  loan.

23

24 Q. Did  S ta ff p e rfo rm  a  fin a n c ia l a n a lys is ?

25 A. Ye s . S ta ff pe rforme d a  ge ne ra l fina nc ia l a na lys is  to  e ns ure  due t Entra da  will ha ve  the  funds  to

26

A.

A.

make the required loan payments.



Dire ct Te s timony of Crys ta l S . Brown
Docke t Nos . S W-04316A-16-0078 e t. a l.
Page 5

1

2

3

S ta ffs  ana lys is  is  ba sed on die  S ta ff adjus ted te s t yea r ending Octobe r 31, 2015. The  financia l

ana lysis  shown on Financing S chedules  CS B-1 present se lected Financia l information from the

fina ncia l s ta te me nts  a nd the  pro forma  e ffe ct of the  propose d de bt a mount.

4

5 Q.

6

Did Staff examine the effects of the proposed financing on the Company's times

interest earned ("TIER") and debt service coverage ("DSC") ratio?

7 A. Yes, Financing Schedule CSB-1 also shows the DSC and the TIER ratio. DSC represents the

8 number of times internally generated cash (i.e. e a rnings  be fore  inte re s t, income  ta x,

9 on

1 0

de pre cia tion a nd a mortiza tion e xpe nse s ) cove r re quire d principle  a nd inte re s t pa yme nts

de bt. A DS C g re a te r tha n  1 .0  m e a ns  ope ra ting  c a s h  flow is  s u ffic ie n t to  c ove r de b t

11 obligations.

1 2

1 3

1 4

1 5

1 6

TIER represents  the  number of times  ea rnings  be fore  income tax expense  covers  inte res t

e xpe nse  on de bt. A TIER gre a te r tha n 1.0 me a ns  tha t ope ra ting income  is  gre a te r tha n

interest expense . A TIER less  than 1.0 may not be  acceptable  in the  long tern, but does not

necessarily mean dart debt obligations cannot be met in the short tern.

1 7

1 8

1 9

20

2 1

22

23

24

For Entrada , the  TIER and DSC resulting from Sta ffs  recommended revenue  requirement

and fully drawing the  loan M the  amount of $1,750,000, taken over 10 years a t 3.50 percent

interest, results  M a pro forma TIER and DSC of 1.16 and 0.70, respectively. However, since

die  loan be ing se rviced is  a  re la ted pa rty transaction, the re  is  no conce rning risk tha t the

parent company would foreclose  on, or take  legal action against, Estrada. If the  0.70 DSC is

a  concern to the  Company, Staff would expect that the  Company would propose changes to

the  te rms of its  financing such tha t it would have  a  DSC of a t leas t a  1.0. S ta ff notes  tha t if

25 the  le ngth of the  loa n we re  cha nge d from 10 to 20 ye a rs  (which more  close ly a pproxima te s



Direct Testimony of Crystal S. Brown
Docket Nos. SW-04316A-16-0078 et. al.
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1

2

the composite life of the plant M rate base), the DSC would be approximately 1.19 and the

TIER would be approximately 1.13.

3

4 Staff further concludes that issuance of due debt financing under the conditions

5

6

7

8

re comme nde d by S ta ff for the  purpos e s  s ta te d in the  a pplica tion is  within Entra da 's

corpora te  Powers , is  compatible  wide  the  public inte res t, will not impair its  ability to provide

se rvice s  a nd is  cons is te nt with sound Fina ncia l pra ctice s  provide d S ta ffs  re comme nde d

operating income and surcharge amounts are adopted.

9

1 0 • What are Staffs recommendations?

11 S ta ff re co lmne nds :

1 2

13

1 4

15

1 6

1 7

18

1 9

20

Th a t th e  Co m m is s io n  a u th o rize  En tra d a  to  in c u r a  1 0 -ye a r lo a n  in  a n  a m o u n t n o t to

e xc e e d  $ 1 ,7 5 0 ,0 0 0  with  a n  in te re s t  ra te  n o t  to  e xc e e d  d a rt  wh ic h  is  e q u a l to  th e

a ve ra ge  o f the  10 -ye a r Un ite d  S ta te s  Tre a s u ry bond  ra te  a s  pub lis he d  on  Bloom be rg

F in a n c ia l Ma rke ts  fo r th e  p rio r 3 0  d a ys  p lu s  a  p e rc e n t s p re a d  th a t is  e q u a l to  d ie

s pre a d  on  Libe rty Utilitie s  Co . 's  mos t re ce n t p riva te  p la ce me nt.

Th a t th e  Co m m is s io n  a u th o rize  Es tra d a  to  e n g a g e  in  a n y tra n s a c tio n  a n d  to  e xe c u te

a ny docume nts  ne ce s s a ry to  e ffe c tua te  the  a uthoriza tions  gra nte d .

Th a t E n tra d a  b e  o rd e re d  to  file  with  Do c ke t C o n tro l,  a s  a  c o m p lia n c e  ite m  M th is

ma tte r, cop ie s  o f the  loa n  docume nts  with in  60  da ys  o f the  e xe cu tion  o f a ny Fina nc ing

2 1 tra ns a ction a udmorize d he re in.

22

23 • Does this conclude Staffs direct testimony regarding Estrada's requested financing

24 a p p ro va ls ?

25 A. Ye s , it doe s .

26

A.

Q

Q
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1

2

3

4

5

6

7

8

9

10

11
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14
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16

17

18

19

2 0

2 1

22

23

COST OF CAPITAL
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1 S UMMAR Y O F  TE S TIMO NY AND R E C O MME NDATIO NS

2 Q. Briefly summarize how Staffs cost of capital testimony is organized.

3 A.

4

5

6

7

8

9

S ta ffs  cos t of ca pita l te s timony is  pre se nte d in e ight s e ctions . S e ction I is  this  introduction.

S e ction II dis cus s e s  the  conce pt of we ighte d a ve ra ge  cos t of ca pita l ("WACC"). S e ction III

pre se nts  S ta ffs  ca pita l s tructure  for Es tra da . S e ction IV discusse s  the  conce pts  of re turn on

e quity ("ROE") a nd ris k.  S e c tion V pre s e nts  the  m e diods  e m ploye d by S ta ff to  e s tim a te

Entra da 's  ROE. S e c tion VI pre s e nts  the  findings  of S ta ffs  ROE a na lys is . S e c tion  VII

discusse s  the  Fina ncia l risk a nd e conomic a sse ssme nt a djus tme nts . S e c tion VIII pre s e nts

S ta ffs  origina l cos t we ighte d a ve ra ge  cos t of ca pita l for Entra da . S e ction IX pre se nts  S ta ffs

FVROR re comme nda tion.10

1 1

1 2 Q. Have you prepared any s chedules  in s upport of your cos t of capital analys is ?

1 3 Yes, my supporting schedule s  a re  shown on CS B-1 to CS B-10.

14

1 5 Q. Who else is filing testimony on behalf of Staff?

1 6 A.

1 7

S ta ff witne s s  Bra tton Ba xte r is  pre s e nting S ta ff's  re comme nda tions  conce rning ra te  ba s e ,

re ve nue  re quire me nt, a nd ra te  de s ign. Bre nda n Ala di is  pre se nting S ta ffs  re comme nda tions

18 conce rning ope ra ting re ve nue s  a nd e xpe nse s . Sta ff witness  Jean Liu is  presenting S ta ffs

1 9 recommendations concerning Staffs engineering recommendations.

20

2 1 Q.

22

Is there a primary conceptual basis for the difference in how risk is measured by

Entrada and how risk is measured by Staff?

23 Yes. Estrada follows what is called a company-specific approach to measuring risk, whereas

24 S ta ff follows  the  portfolio  a pproa ch.

25

A.

A.
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1 Q. What is  We  d iffe rence  be tween  the  company-s pec ific  and  the  portfo lio  approach  to

2 meas uring ris k?

3 A.

4

5

6

7

8

9

1 0

11

1 2

The company-specific approach to measuring risk views the  risk of an investment as  if tha t

investment were  held in isola tion as opposed to be ing included in a  portfolio of investments .

Under Entrada 's  company-speciic approach, a  cost of equity ("COE") is  ca lcula ted and then

the  re sults  of a  numbe r of compa ny-spe ciic risk cons ide ra tions  a re  a dde d. Unde r S ta ffs

portfolio a pproa ch, the  ris k of a n inve s tme nt is  vie we d in the  conte xt of a  dive rs ifie d

portfolio. Compa ny-spe cific risk a dde rs  a re not direvif given considera tion because  in die

capita l ma rke ts  such risks  can be , and a re , addre ssed by dive rs ifica tion of the  inves tor's

portfolio so ratepayers should no! be required to compensate for a risk that can be reasonably,

and s imply, addressed through an investment tool exis ting in the  marke t place . Tha t tool is

"portfolio dive rs ifica tion."

1 3

1 4 Q.

1 5

1 6

Before discussing Staffs specific rate of return recommendations for Entrada, please

provide an overview of the approach Staff takes to developing the ROE it utilized in

quantifying Staffs recommended revenue requirement?

1 7 A.

1 8

Firs t, le t m e  s a y tha t S ta ff a cknowle dge s  tha t a ll m ode ls  or a pproa che s  us e d in de fining a  fa ir

ROE ra nge  ca n  ha ve  s hortcom ings , e ve n  if wha t a re  te rm e d to  be  s hortcom ings  a re  s im ply

19

20

diffe rences  of profess iona l judgment regarding the  assumptions  to be  made  in genera ting

results  from these  gene ra lly accepted mode ls . The re  is  no pe rfe ct or a bs olute  wa y to

2 1

22

de te rm ine  "re quire d  re turn" in  a  cons ta ntly cha nging fina nc ia l m a rke tpla ce . As  dis cus s e d in

gre a te r de ta il la te r in  m y te s tim ony, S ta ff utilize s  tra ditiona lly a cce pte d m ode ls  for e s tim a ting

23 a tte m p t to  q u a n tify c o m p a n y-

24

a  re a s ona ble  COE ra nge . Ud in e  E n tra d a ,  S ta ff d o e s  n o t

s pe cific  ris k fa ctors  but ra the r us e s  the  portfolio a pproa ch of m e a s uring ris k.

25
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1 Q.

2

Once the range resulting from Staffs four cost of equity models has been established,

how does Staff select a ROE within that range of reasonable ROE's?

3

4

5

Ge ne ra lly, S ta ff b e lie ve s  th a t a n y R OE, o r we ig h tin g s  o f R OE's , fa llin g  with in  th is  m o d e l-

drive n cos t-of-e quity ra nge  would be  a n a cce pta ble  ROE for the  Com m is s ion to  re cognize  in

qua ntifying  its  fina l ra te  cha nge  de c is ion . S ta ff s e le c ts  a n  ROE ba s e d  upon d ie  s pe c ific s  of

the  case .6

7

8 Q.

9

Ms. Brown, please explainwhy Staff chose to recommend the high end of Me model-

driven ROE range.

10

11

12

13

14

15

16

17

As  I will dis cus s  in de ta il la te r in my te s timony, the  mode l-drive n ra nge  for the  ROE in the

Entra da  ca se  spa ns  from a  low of 7.2 pe rce nt to a  high of 9.4 pe rce nt. S ta ff is  a wa re  of die

Com m is s ion 's  curre nt e fforts  to  re de fine  how ROE re com m e nda tions  a re  e ffic ie ntly a nd

fa irly de ve lope d. P a rt of this  Com m is s ion e ffort will be  to  re quire S ta ff to e xa mine  ROE

policie s  a nd proce dure s  use d in othe r s ta te  re gula tory jurisdictions . This  re se a rch is  e xpe cte d

to take  a  minimum of 90 days , so until this  re sea rch is  comple te , S ta ff is  taking a  cautious  but

re a sona ble  a pproa ch to producing its  ROE re comme nda tions  which, in this  ins ta nce , re sulte d

in S ta ff recommending the  high end of the  ROE mode l driven rea sonableness  range .

18

19 Wh a t is  S ta ffs  re c o m m e n d e d  ra te  o f re tu rn  fo r En tra d a ?

20 A.

2 1

22

23

24

25

26

A.

A.

Q.

S ta ff re com m e nds  a  5 .6  pe rce nt fa ir va lue  ra te  of re turn a s  s hown on S che dule s  CS B-1 a nd

CS B-2 . The  P VROR is  ca lcu la te d  from  the  ca p ita l s truc tu re , ROE a nd  cos t o f de b t. S ta ffs

ca pita l s truc ture  is  com pos e d of 70.0 pe rce nt e quity a nd 30.0 pe rce nt de bt. S ta ffs  e s tim a te d

R O E  fo r E n tra d a  is  b a s e d  o n  th e  re s u lts  o f its  Dis c o u n te d  C a s h  F lo w ("DC F ") a n d  th e

C a p ita l As s e t P ric in g  Mo d e l ("C AP M") c o s t o f e q u ity m e th o d o lo g ie s .  Th e  C AP M m o d e l-

drive n  ra nge  is  7 .2  pe rce nt to  9 .4  pe rce nt, while  the  DCF m ode l ra nge  is  8 .0  pe rce nt to  8 .6

pe rce nt, a s  shown on Sche dule  CSB-3.
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1 Enlrada if Proposed Overall Rafe of Relum

2 Q.

3

Briefly summarize Estrada's proposed capital structure, cost of debt, ROE and

overall ROR for this proceeding.

4 A.

5

Table  1 summarizes  the  proposed capita l s tructure , cos t of debt, ROE and overa ll ROR of

9.45 percent for Estrada in this proceeding:

6

7 Ta b le  1

We igh t Cost
Weighted
Cost

Long-te rm Debt 30.00%
70.00%

3.50%
12.00%

1.05%
8.40%Common Equity

Cos t of Ca p ita l/RO R 9.45%

8

9 11. THE  WE IG HTE D AVE RAG E  CO S T O F CAP ITAL

1 0 Q. Briefly expla in the  cos t of capita l concept.

11

12

13

The  cos t of ca pita l is  the  opportunity cos t of choos ing one  inve s tme nt ove r othe rs  with

equiva lent risk. In other words , the  cost of capita l is  the  re turn tha t s takeholders  expect for

investing the ir financia l resources  in a  de te rmined business  venire  over another a lte rna tive

14 business venture.

15

16 Q. Wha t is  the  ove ra llcos t of capital?

17 A.

18

19

20

The  ove ra ll cos t of ca pita l for a  Firm is s uing a  va rie ty of s e curitie s  (i.e ., s tock a nd

indebtedness) represents an average of the  various cost ra tes on a ll securities issued by the

Finn a djus te d to re fle ct the  re la tive  we ighting of e a ch s e curity within the  End's  ca pita l

structure . Thus, for any given Firm, the overall cost of capita l is  the  Finn's WACC.

21

A.
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1 Q. How is  the  WACC ca lcula ted?

2 The WACC is calculated by adding the weighted expected re turns of a  Firm's securities. The

3 WACC fonuula  is :

4
Equa tion 1.

5 ll

6 WACC W t *r i

7 i 1

8

9

In this  e qua tion, W; is  the  we ight give n to the  it s e curity (the  proportion of the  it s e curity

re la tive  to the  portfolio) and ii is  the  expected re turn on the  it security.

10

11 Q. Can you provide an example demonstrating application of Equation 1?

12 A.

13

14

15

Yes. For this example, assume that an entity has a  capita l structure  composed of 60 percent

debt and 40 percent equity. Also, assume that the  embedded cost of debt is  6.0 percent and

the  e xpe cte d re turn on e quity, i.e ., the  cos t of e quity, is  10.5 pe rce nt. Ca lcula tion of the

WACC is  as follows:

16
WACC Z (60% * 6.0%) + (40% * 10.5%)

17
WACC = 3.60% + 4.20%

18
WACC = 7.80%

19

20

2 1

22

The  we ighte d a ve ra ge  cos t of ca pita l in this  e xa mple  is  7.80 pe rce nt. The  e ntity in this

e xa mple  would ne e d to e a rn a n ove ra ll ra te  of re turn of 7.80 pe rce nt to cove r its  cos t of

capita l.

23

A.



Component P e rc e n t
Short-Term Debt 320,000 $20,000/$200,000
Long-Term Debt $85,000 ($85,000/$200,000 42.50 0

Preferred Stock $15,000 (1515,000/$200,000 7.50 0
Common S tock 3580.000 $80,000/$200,000 40.0° 0

Tota l $200,000 100.00 0
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1 111. CAP ITAL S TRUCTURE

2 Background

3 Q. P le a s e  e xp la in  th e  c a p ita l s t ru c tu re  c o n c e p t .

4

5

6

The  ca pita l s tructure  of a  Hrm is  the  re la tive  proportions  of e a ch type  of se curity: S hort-te rm

de bt, long-te rm de bt (including ca pita l le a s e s ), pre fe rre d s tock a nd common s tock tha t a re

used to finance  due  firm's  asse ts .

7

8 Q. Ho w is  We  c a p ita l s tru c tu re  e xp re s s e d ?

9 A.

10

11

The  ca pita l s tructure  of a  compa ny is  e xpre sse d a s  the  pe rce nta ge  of e a ch compone nt of the

capita l s tructure  (capita l le a se s , short-te rm debt, long-te rm debt, pre fe rred s tock and common

stock) re la tive  to the  entire  capita l s tructure .

12

13

14

As an example, the capital structure for an entity that is financed by $20,000 of short-term

debt, $85,000 of long-term debt (including capital leases), $15,000 of preferred stock and

15 $80,000 of common s tock is  shown in Ta ble  2.

16

17 Ta ble  2

18

19

20

The  ca pita l s truc ture  in  th is  e xa m ple  is  com pos e d of 10.0  pe rce nt s hort-te rm  de bt,  42.5

pe rcent long-te rm debt, 7.5 pe rcent pre fe rred s tock and 40.0 pe rcent common s tock.

2 1

A.
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1 Estrada it C¢g§iz'a/ Strwfzzre

2 Q. What capital structure does Entrada propose?

3

4

5

Entrada proposes a capital structure composed of 30.0 percent long-term debt and 70.0

percent common equity as shown on Schedule CSB-1. Entrada's proposed capital structure

reflects projected long-term debt and common equity balances as of December 31, 2015.

6

7 Q.

8

How does Estrada's proposed capital structure compare to capital structures of

publicly-traded water utilities?

9 A.

10 as

1 1

Schedule CSB-4 shows the capital structures of six publicly-traded water companies ("sample

water companies" or "sample water utilities") of December 2015. The average capital

structure for the sample water utilities is comprised of approximately 46.0 percent debt and

12 54.04 pe rce nt e quity.

13

14 §̀z'¢g§*'JCapita/ Stnzalure

15 Q. What is Staffs recommended capital structure for Entrada?

16 A.

17

Staff recommends a capital structure composed of 30.0 percent debt and 70.0 percent equity.

Staffs recommended capital structure consists of $848,454 long-term debt and $1,979,726

18 common equity as shown on Schedule CSB-10.

19

20 IV. RETURN ON EQUITY

2 1 Bur/égmund

22 Q. P le a s e  d e fin e  th e  te rm  "c o s t o f e q u ity c a p ita l."

23 A.

2 4

25

A.

The  cos t of e quity is  the  ra te  of re turn tha t inve s tors  e xpe ct to ha m on the ir inve s tme nt in a

bus ine s s  e ntity give n its  risk. In othe r words , the  cos t of e quity to the  e ntity is  the  inve s tors '

e xpe c te d  ra te  of re turn  on  o the r inve s tine nts  of s im ila r ris k. As  inve s tors  ha ve  a  wide
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1

2

se lection of inves tments  to choose  from, they will genera lly choose  from inves tments  with

similar risks and similar re turns. Therefore , the  market determines the entity's  cost of equity.

3

4 Q. Is there a correlation between interest rates and the cost of equity?

5 A.

6

Yes, there  is  a  positive  corre la tion be tween inte rest ra tes  and the  cost of equity, as  the  two

tend to move in the  same direction. This  re la tionship is  re flected in the  CAPM fionnula . The

7

8

CAPM is  a  marke t-based model employed by Staff for e s tima ting the  cos t of e quity. The

CAPM is further discussed in Section VI of this  testimony.

9

1 0 Q. What has been the general trend of interest rates in recent years?

11

1 2

A cMonological chart of interest ra tes is  a  good tool to show interest ra te  history and identify

trends. Chart 1 graphs intermediate  U.S. treasury rates from January 3, 2003, to January 30,

1 3 2014 .

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

A.
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1

2

As shown in Chart 1, intermediate-term interest ra tes generally trended upward from 2003 to

mid-2007, trended downward until late-2012, and have trended upward since dart time.

3

4 Q. What has been the general trend in interest rates longer term?

5 A.

6

U.S . Trea sury ra te s  from J anua ry 1964 - J anua ry 2014 a re  shown in Cha rt 2. The  cha rt shows

tha t inte re s t ra te s  tre nde d upwa rd through the  mid-1980s  a nd ha ve  tre nde d downwa rd s ince

7 that time.

8

9

1 0

l l

1 2

1 3

1 4

1 5

1 6

1 7
Source: Federal Reserve

1 8

1 9 Q. Do these trends suggest anything in terms of cost of equity?

20 A.

2 1

Ye s . As  pre vious ly note d, inte re s t ra te s  a nd the  cos t of e quity te nd to move  in the  sa me

direction; therefore, the cost of equity has declined in the past 30 years.

22

23 Q. Do actual returns represent the cost of equity?

24 A. No. The cost of equity represents  investors ' expectedreturns and not realized returns.

25
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1 Q.

2

3

Is there any information available that leads to an understanding of the relationship

between the equity returns required for a regulated water utility and those required in

the market as a whole?

4 A. Ye s . A compa rison of Be ta s , a  compone nt of the  CAP M discusse d in S e ction V, for the

5

6

7

8

9 a

10

wa te r u tility in d u s try a n d  th e  m a rke t p ro vid e  in s ig h t in to  th is  re la tio n s h ip . In  th e o ry,  th e

ove ra ll m a rke t ha s  a  Be ta  va lue  of 1 .0 , with  s tocks  be a ring  gre a te r ris k (le s s  ris k) tha n  the

m a rke t h a vin g  Be ta  va lu e s  h ig h e r th a n  (lo we r th a n ) 1 .0 ,  re s p e c tive ly. F u rth e rm o re ,  in

a ccorda nce  with  d ie  CAP M, the  cos t o f e quity ca p ita l m ove s  in  the  s a m e  d ire c tion  a s  Be ta .

The re fore , be ca us e  the  a ve ra ge  Be ta  va lue  (0 .71)1 for wa te r u tility is  le s s  th a n  1 .0 ,  th e

re quire d re turn on e quity for a  re gula te d wa te r utility is  be low tlla t of the  m a rke t a s  a  whole .

1 1

12 Risk

13 Q. P le a s e  d e fin e  ris k in  re la t io n  to  c o s t  o f c a p ita l.

14 A.

15

16

17

18

19

R is k,  a s  it re la te s  to  a n  in ve s tm e n t,  is  th e  va ria b ility o r u n c e rta in ty o f th e  re tu rn s  o n  a

pa rticula r s e curity. Inve s tors  a re  ris k a ve rs e  a nd re quire  a  gre a te r pote ntia l re turn to  inve s t in

opportun itie s  with  re la tive ly g re a te r ris k, i.e ., inve s to rs  re qu ire  com pe ns a tion  fo r ta king  on

a dditiona l ris k. Ris k is  ge ne ra lly s e pa ra te d  in to  two com pone nts . Thos e  com pone nts  a re

m a rke t ris k (s ys te m a tic  ris k) a nd non-m a rke t ris k (uns ys te m a tic  ris k, dive rs ifia ble  ris k or Erm -

spe ci5c risk).

20

2 1 Q. What is market risk?

22 A.

23

Market risk, or systematic risk, is the risk associated with an investment that cannot be

reduced through diversification. Market risk stems from factors that affect all securities, such

24

25

as possibilities of recession, war, inflation and high interest rates. Since these factors affect

the entire market they cannot be eliminated through diversification. Market risk does not

1 See Schedule CSB-7.
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1

2

3

impact each security to the same degree. The degree to which a given security's return is

affected by market fluctuations can be measured using Beta. Beta reflects the business risk

and the financial risk of a security.

4

5
• P le a s e  d e fin e  b u s in e s s  r is k .

6 A. Bu s in e s s  ris k  is  th e  p o te n tia l flu c tu a tio n  o f e a rn in g s  in h e re n t  in  a  fra n 's  o p e ra tio n s  a n d

7

8

9

e nvironm e nt,  s uch a s  com pe tition a nd a dve rs e  e conom ic  conditions  tha t m a y im pa ir its

a bility to provide  re turns  on inve s tme nt. Compa nie s  in the  s a me  indus try or s imila r line s  of

business tend to experience  the  same fluctua tions in business cycles .

1 0

P le a s e  d e fin e  fin a n c ia l r is k .

1 2 A.

13

1 4

F in a n c ia l ris k is  th e  p o te n tia l flu c tu a tio n  o f e a rn in g s ,  in h e re n t in  th e  u s e  o f d e b t fin a n c in g ,

tha t m a y im pa ir a  flrm 's  a b ility to  p rovide  a de qua te  re tu rn ; the  h ighe r the  pe rc e n ta ge  o f de b t

in  a  firm 's  ca p ita l s truc ture , the  gre a te r its  e xpos ure  to  fina nc ia l ris k.

15

1 6 • Do  b u s in e s s  r is k  a n d  fin a n c ia l r is k  a ffe c t  th e  c o s t  o f e q u ity?

1 7 Ye s .

18

1 9
• Is a firm subject to any other risk?

20 A. Yes.

2 1

Finns may also be subject to unsystematic or TErm-specific risk. Examples of

unsystematic risk include losses caused by labor problems, nationalization of assets, loss of a

22 Inve s tors  ca n e limina te -s pe c ific  ris k by holding a

23

big clie nt or we a the r conditions .

diverse  portfolio, thus, it is  not of concern to diversified investors .

24

A.

Q

Q

Q

Q
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1 Q. Ho w d o e s  Es tra d a 's  fin a n c ia l r is k e xp o s u re  c o m p a re  to  th a t  o f S ta ffs  s a m p le  g ro u p

2 of water companies?

3 A.

4

CSB-4 shows the capital structures of Staff's seven sample water companies as of December

30, 2015, and Estrada's adjusted capital structure as of the end of the test year, October 31,

5 2015. As  s hown, the  s a mple  wa te r utilitie s  we re  ca pita lize d with a pproxima te ly 46 pe rce nt

6

7

de bt a nd 54 pe rce nt e quity, while  Entra da 's  ca pita l s tructure  cons is ts  of a pproxima te ly 30.0

pe rce nt de bt a nd 70.0 pe rce nt e quity. Thus , Entra da  be a r le s s  fina ncia l ris k tha n do S ta ffs

8 sample  companies.

9

10 Q. Is  firm -s p e c ific  ris k m e a s u re d  b y Be ta ?

11 A. No. Firm-spe cific risk is  not me a sure d by Be ta .

12

13 Q. Is  We  c o s t o f e q u ity a ffe c te d  b y firm -s p e c ific ris k?

14 A.

15

No. S ince  Finn-speciic risk can be  e limina ted through dive rs ifica tion, it does  not a ffect die

determination of a  reasonable cost of equity.

16

17 Q. S h o u ld  in ves to rs  exp ec t ad d itio n a l re tu rn s  fo r firm-s p ec ific  ris k?

18 A. No .

19

20

2 1

Inve s tors  who hold dive rs ifie d portfolios  ca n e limina te  Finn-s pe cific ris k a nd,

consequently, do not require  any additiona l re turn. S ince  inves tors  who choose  to be  le ss

than fully-dive rs iied must compete  in the  marke t with fully-dive rs ified inves tors , the  fanner

cannot expect to be compensated for unique risk.

22



Direct Testimony of Crystal S. Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 20

1 v. ESTIMATING THE COST OF EQUITY

2 Inlrodwlion

3 Q. Did Sta ff direc tly es timate  the cos t o f e quity for Entra da ?

4 A.

5

6

7

8

9

No. Entta da  is  a  not public ly-tra de d compa ny a nd, a s  s uch, S ta ff is  una ble  to  dire c tly

e s tima te  the  ma rke t cos t of e quity due  to the  la ck of Finn-s pe cific ma rke t da ta . Ins te a d, S ta ff

mus t e s tima te  Entra da 's  cos t of e quity indire ctly us ing a  re pre s e nta tive  s a mple  group of

publicly tra de d wa te r utilitie s  a s  a  proxy for Entra da . Us e  of a  s a mple  is  a ppropria te , a s  it

re duce s  the  s a mple  e rror re s ulting from ra ndom fluctua tions  in the  ma rke t a t the  time  the

informa tion is  ga the re d.

1 0

1 1 Q. What wa te r u tilitie s  d id Staff s elect for its  proxy group of s ample companies ?

1 2

13

1 4

1 5

S ta ffs  s a mple  cons is ts  of the  following s e ve n publicly-tra de d wa te r utilitie s : Ame rica n S ta te s

Wate r, Ca lifornia  Wa te r, Aqua  America , Connecticut Wa te r S e rvice s , Middle s ex Wate r, S AW

Corp., a nd York Wa te r. S ta ff chos e  the s e  compa nie s  be ca us e  the y a re  publicly-tra de d a nd

rece ive  the  ma jority of the ir ea rnings  from regula ted ope ra tions .

1 6

1 7 Q. What models did Staff implement to estimate Estrada's cost of equity?

1 8 Staff used two market-based models to estimate the cost of equity for Estrada: The DCF

1 9 mode l a nd the  CAP M.

20

2 1 Q. Pleas e  expla in why Staff chos e  the  DCF and CAPM models .

22 A.

23

S ta ff chos e  to us e  the  DCF a nd CAP M mode ls  be ca us e  the y a re  wide ly-re cognize d ma rke t-

ba s ed mode ls  and have  been us ed extens ive ly to e s tima te  the  cos t of equity. An explana tion

24 of the  DCF a nd CAP M mode ls  follows .

25

A.

A.
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1 Drop/nted Cash FlowMode/Anaé/fi;

2 Q.

3

Please p ro vid e  a  b rie f s u mma ry o f th e  th e o ry u p o n  wh ic h  th e  DCF m e th o d  o f

es timating the cos t of eqLu'ty is ba se d.

4

5

6

7

8

9

1 0

1 1

The DCF method of stock valuation is  based on die  theory that the  value of an investment is

equa l to the  sum of the  future  cash flows  gene ra ted from the  a forementioned inves tment

discounte d to the  pre se nt time . This  me thod use s  e xpe cte d divide nds , ma rke t price  a nd

dividend growth ra te  to ca lcula te  die  cost of capita l. Professor Myron Gordon pioneered the

DCF method M die  1960s. The DCF method has become widely used to estimate  the cost of

equity for public utilities  due  to its  theore tica l merit and its  s implicity. Staff used the  Financia l

information for the relevant six sample companies in the DCF model and averaged the results

to determine an estimated cost of equity for the sample companies.

1 2

1 3 Q . Does Staff use more than one version of the DCF?

1 4 A.

1 5

Ye s . S ta ff use s  two ve rs ions  of the  DCF mode l: the  cons ta nt-growth DCF a nd the  multi-

s ta ge  or non-cons ta nt growth DCF. The  cons ta nt-growth DCF a ssume s  tha t a n a nt;ity's

1 6 divide nds  will grow inde finite ly a t the  s a me  ra te . The  multi-s ta ge  growth DCF mode l

1 7 assumes the dividend growth rate will change at some point in the future.

1 8

1 9 T/9e Conffanf-Grow!/9 DCF

20 Q . What is the mathematical fionnula used in Staffs constant-growth DCF analysis?

2 1 A. The constant-growth DCF formula used in Staffs analysis is:

Equa tion  2  :

D1 + 8
18,

A.

where  : K
D I

13,

g

the  cos t of e quity

the  expected a nnua l dividend

the  current s tock price

the  expected infinite  a nnua l growth ra te  of dividends
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1

2

3

Equa tion 2 a ssumes  tha t the  entity ha s  a  cons tant e a rnings  re tention ra te  and dirt its  e a rnings

a re  e xpe c te d to  grow a t a  cons ta nt ra te .  According to  Equa tion 2 ,  a  s tock with  a  curre nt

m a rke t price  of $10  pe r s ha re ,  a n  e xpe c te d  a nnua l d iv ide nd of $0 .45  pe r s ha re  a nd  a n

4

5 pe rcent re flected by the  sum of the  dividend yie ld ($0.45/ $10

expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity of 7.5

4.5 percent) and the 3.0

6 pe rce nt a nnua l divide nd growth ra te .

7

8 Q. How did Staff calculate the expected dividend yield (D1/P0) component of the

9 constant-growth DCF formula?

10 A.

11 as

1 2

S ta ff ca lcula te d the  e xpe cte d yie ld compone nt of the  DCF forrnuda  by dividing the  e xpe cte d

a nnua l divide nd (DI) by the  spot s tock price  (P U) a fte r the  close  of ma rke t on Ma y 4, 2016,

reported by Yahoo Finance.

1 3

14 Q.

1 5

Why did Staff use the May 4, 2016, spot price rather than a historical average stock

price to calculate the dividend yield component of the DCF formula?

16 A.

1 7

18

1 9

20

The  curre nt, ra the r tha n his toric, ma rke t price  is  use d in orde r to be  cons is te nt with Fina ncia l

the ory. In  a ccorda nce  with  d ie  E ffic ie n t Ma rke t Hypothe s is ,  the  curre n t s tock price  is

re fle ctive  of a ll a va ila ble  inform a tion re la ting to the  s tock, a nd a s  s uch re ve a ls  inve s tors '

e xpe cta tions  of future  re turns . Use  of his torica l a ve ra ge  s tock price s  illogica lly discounts  the

mos t re ce nt informa tion in fa vor of le s s  re ce nt informa tion. The  la tte r is  obvious ly s ta le  a nd

2 1 is  representa tive  of unde rlying conditions  tha t may have  changed.

22

23 Q.

24

How did Staff estimate the dividend growth (g) component of the constant-growth

DCF model represented by Equation 2?

25 A.

26

The dividend growth component used by Staff is determined by the average of six different

estimation methods, as shown in Schedule CSB-8. Staff calculated historical and projected
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1 growth estimates on dividend-per-share ("DPS"),2 earnings-per-share ("EPS") and3

2 s us ta ina ble  growth ba s e s .

3

4 Q.

5

Why did Staff examine EPS growth to estimate the dividend growth component of the

constant-growth DCF model?

6 A.

7

8

His toric a nd proje cte d EP S  growth a re  use d be ca use  divide nds  a re  re la te d to e a rnings .

Dividend distributions may exceed earnings in the  short run, but cannot continue indefinite ly.

In the long term, dividend distributions are  dependent on earnings.

9

1 0 Q. How did Sta ff es timate  his torica l DPS growth?

1 1 A.

1 2

1 3

S ta ff e s tima te d his torica l DP S  growth by ca lcula ting a  compound a nnua l DP S  growth ra te  for

e a ch of its  s a mple  compa nie s  ove r the  10-ye a r pe riod, 2006-2015. As  s hown in S che dule

CSB-5, the  ave rage  his torica l DPS  growth ra te  for the  sample  was 4.0 pe rcent.

1 4

1 5 Q. How did Staff estimate projected DPS growth?

1 6 A.

1 7

1 8

Staff ca lcula ted an average  of the  projected DPS growth ra tes  for the  sample  water utilities

from Value Line through the  period, 2019-2021. The  average  projected DPS growth ra te  is

6.6 percent, as shown in Schedule CSB-5.

1 9

20 Q. Ho w d id  S ta ff e s tim a te  h is to ric a l EP S  g ro wth  ra te ?

2 1

22

23

S ta ff e s tima te d his torica l EP S  growth by ca lcula ting a  compound a nnua l EP S  growth ra te  for

e a ch of its  s a mple  compa nie s  ove r the  10-ye a r pe riod, 2006-2015. As  s hown in S che dule

CSB-5, the  ave rage  his torica l EPS  growdi ra te  for the  sample  was 6.3 pe rcent.

24

A.

2 Derived from information provided by Value Line.
3 Derived from information provided by Value line .
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1 Q. How did Staff es timate  projec ted EPS growth?

2

3

4

Staff ca lcula ted an average  of the  projected EPS growth ra tes  for the  sample  water utilities

from Va lue Line through the  period, 2019-2021. The  average  projected EPS growth ra te  is

6.3 percent, as shown in Schedule CSB-5.

5

6 Q. How does Staff calculate  its  his torical and projected s us tainable growth rates ?

7

8 as

9

Historica l and projected sus ta inable  growth ra tes  a re  ca lcula ted by adding the ir respective

re tention growth ra te  te rns  (br) to the ir re spective  s tock financing growth ra te  te rns  (vs),

shown in Schedule CSB-6.

10

1 1 Q. What is retention growth?

12 A.

13

14

15

Retention growth is the growth in dividends due to the retention of earnings. The retention

growth concept is based on the theory that dividend growth cannot be achieved unless the

company retains and reinvests some of its earnings. The retention growth is used in Staffs

calculation of sustainable growth shown in Schedule CSB-6.

16

17 Q. What is We formula for the retention growth rate?

18 A.

19

The  re te ntion growth ra te  is  the  product of the  re te ntion ra tio a nd the  book/a ccounting

re turn on equity. The  re tention growdl ra te  formula  is :

20

Equa tion 3

Retention Growth Ra te  = Br

whe re  : b
r

the  re tention ra tio (1 - dividend payout ra tio)

the  accounting/book re turn on common equity

2 1

A.

A.
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1 Q. Ho w d id  S ta ff c a lc u la te  We  a ve ra g e  h is to ric a l re te n tio n  g ro wth  ra te  (b r) fo r th e

2 s a mple  wa te r u tilitie s ?

3 A.

4

5

S ta ff ca lcula te d the  me a n of the  10-ye a r a ve ra ge  his torica l re te ntion ra te  for e a ch s a mple

compa ny ove r the  pe riod, 2006-2015. As  s hown in S che dule  CS B-6, the  his torica l a ve ra ge

re tention (be ) growth ra te  for the  s ample  is  3.2 pe rcent.

6

7 Q. How d id  S ta ff e s tima te its  projec ted  re tention growth ra te  (br) for the  s a mple  wa te r

8 u t ilit ie s ?

9 Staff used the  re tention growth projections for the  sample  water utilities for the  period, 2019-

1 0 2021, from Value Line. As shown in Schedule CSB-6, the projected average retention growth

1 1 ra te  for the  s ample  companies  is  4.4 percent.

1 2

1 3 Q. 'When can retention growth provide a reasonable estimate of future dividend growth?

1 4

1 5

1 6

The  re te ntion  growth  ra te  is  a  re a s ona ble  e s tima te  of fu ture  d ivide nd growth  whe n the

re te ntion ra tio is  re a s ona bly cons ta nt a nd the  e ntity's  ma rke t price  to book va lue  ("rna rke t-to-

book ra tio"l is  e xpe cte d to be  1.0. The  a ve ra ge  re te ntion ra tio ha s  be e n re a s ona bly cons ta nt

1 7 Howe ve r, the  ma rke t-to-book ra tio  for the  s a mple  wa te r utilitie s  is  2 .7 ,

1 8

in  re ce nt ye a rs .

nota bly highe r tha n 1.0, a s  shown in S che dule  CS B-7.

19

20 Q. Is  the re  a ny fina nc ia l imp lic a tion  o f a  ma rke t-to -book ra tio  g re a te r tha n  1.09

2 1 A. Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to earn

22

23

24

25

26

A.

A.

a n a ccounting/book re turn on its  e quity tha t e xce e ds  its  cos t of e quity. The  re la tionship

between required re turns and expected cash flows is  readily observed in the  fixed securities

market. For example, assume an entity contemplating issuance of bonds with a  face value of

$10 million a t e ither 6 percent or 8 percent and, thus, paying annual interest of $600,000 or

$800,000, respective ly. Regardless  of investors ' required re turn on s imilar bonds, investors
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l

2

3

will be  willing to pa y more  for the  bonds  if is sue d a t 8 pe rce nt tha n if the  bonds  a re  is sue d a t

6 pe rce nt. For e xa mple , if time  curre nt inte re s t ra te  re quire d by inve s tors  is  6 pe rce nt, the n

the y would  b id  $10 m illion  for the  6  pe rce nt bonds  a nd  m ore  tha n  $10 m illion  for the  8

4

5

6

pe rce nt bonds . S imila rly, if e quity inve s tors  re quire  a  9 pe rce nt re turn a nd e xpe ct a n e ntity to

e a rn a ccounting/book re turns  of 13 pe rce nt, the  ma rke t will bid up the  price  of the  e ntity's

s tock to provide  the  re quire d re turn of 9 pe rce nt.

7

8 Q. How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

9 equity analyses in recent years?

1 0 A.

11 Give n tha t a s s um ption, S ta ff ha s  a dde d

S ta ff ha s  a ssume d tha t inve s tors  e xpe ct the  ma rke t-to-book ra tio to re ma in gre a te r tha n 1.0.

(v s ) te rm  to  th ea

1 2

s tock fina ncing growth ra te

retention ratio (br) term to calculate  its historical and projected sustainable growth rates.

13

1 4 Q.

1 5

Do We historical and projected sustainable growth rates Staff uses to develop its DCF

cost of equity in this case continue to include a stock financing growth rate term?

16 A. Yes  .

1 7

18 Q. What is stock financing growth?

1 9

20

2 1

22

23

Stock financing growth is the growth in an entity's dividends due to the sale of stock by that

entity. Stock financing growth is a concept developed by Myron Gordon and discussed in his

book The Coy! of Capita/ Zo u Pub/if U/£862 Stock f inancing growth is the product of  the

fraction of die funds raised from the sale of stock that accrues to existing shareholders (v)

and the fraction resulting from dividing the funds raised from the sale of stock by the existing

24 common equity (S )-

25

4  G o rd o n,  Myro n. The Cos! of Cupita/ to a PuMp Uli/43/. MS U P ublic Utilitie s  S tudie s , Michiga n, 1974. pp 31-35.

A.



Direct Testimony of Crysta l S . Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 27

1 Q. What is the mathematical formula for the stock financing growth rate?

2 A. The mathematical fionnula  for stock financing growth is:

Equa tion 4:

Stock Financing Growth = vs

whe re  : v

s

Fraction of the  funds ra ised from the sale  of stock that accrues

to exis ting shareholders

Funds ra ised from the  sa le  of stock as a  fraction of the  existing

common equity

3

4 Q. How is the variable presented above calculated?

5 Va ria ble  v is  ca lcula te d  a s  fo llows :

E q u a t io n  5  :

v _ 1_ book value

market value

6

7

8

For example, assume that a  share of stock has a  $30 book value and is selling for $45. Then,

to End the value of v, the formula is applied:

v sQ
45

9 In this example, vis equal to 0.33.

1 0

11 Q. How is the variable s presented above calculated?

1 2 A. Va ria ble  J  is  ca lcula te d  a s  fo llows :

1 3 E q u a t io n  6 :

1 4

1 5

A.

Funds raised from the issuance of stock

Total existing common equity before the Issuance
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1

2

For e xa m ple , a s s um e  tha t a n e ntity ha s  $150 M e xis ting e quity, a nd it s e lls  $30 of s tock.

Then, to find the  va lue  of 5, the  formula  is  applied:

s
3 0

1 5 0

3 In this  example , .f is  equa l to 20.0 percent.

4

5 • What is the vs term when the market-to-book ratio is equal to 1.09

6 A. e a rn  a

7

8

9

1 0

11

A m a rke t - to -b o o k ra t io  o f 1 . 0  re fle c t s  th a t  in v e s to rs  e x p e c t  a n  e n t ity  to

book/a ccounting re turn  on the ir e quity inve s tm e nt e qua l to  the  cos t of e quity.  Whe n the

ma rke t-to-book ra tio is  e qua l to 1.0, none  of the  funds  ra is e d from the  s a le  of s tock by the

e ntity a ccrue s  to the  be ne fit of e xis ting sha re holde rs , i.e ., the  te rm v is  e qua l to ze ro (0.0).

Conse que ntly, the  vs  te rm is  a lso e qua l to ze ro (().0). Whe n s tock fina ncing growth is  ze ro,

dividend growth depends  sole ly on the  Kr te rm.

1 2

1 3 What is the effect of the vs term when the market-to-book ratio is greater than 1.09

1 4 A. a

1 5

1 6

1 7

1 8

1 9

20

2 1

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn

book/accounting return on their equity investment greater than the cost of equity. Equation

5 shows that, when the market-to-book ratio is greater than 1.0, the v term is also greater than

zero. The excess by which new shares are issued and sold over book value per share of

outstanding stock is a contribution that accrues to existing stockholders in the form of a

higher book value. The resulting higher book value leads to higher expected earnings and

dividends. Continued growth from the w term is dependent upon die continued issuance and

sale of additional shares at a price that exceeds book value per share.

22

Q

Q
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1 Q. What vs estimate didStaff calculate from its analysis of the sample water utilities?

2 A. S ta ff e s tima ted an ave rage  s tock financing growth of 1.9 pe rcent for the  sample  wa te r utilitie s ,

as  shown in Schedule  CSB-6.3

4

5 Q.

6

What would occur if an entity had a market-to-book ratio greater than 1.0 as a result of

cost of equity, and subsequently

7

investors expecting earnings to exceed its

experienced newly-authorized rates equal only to its cost of equity?

8

9

1 0

Holding a ll odle r fa ctors  cons ta nt, one  would e xpe ct ma rke t force s  to move  the  Compa ny's

s tock price  lowe r, close r to a  ma rke t-to-book ra tio of 1.0, to re fle ct inve s tor e xpe cta tions  of

reduced expected future  cash flows.

1 1

1 2 Q.

1 3

1 4

If the average market-to-book ratio of Staffs sample water utilities were to fall to 1.0

due to authorized ROEs equaling their cost of equity, would inclusion of the vs term

be necessary to Staffs constant-growth DCF analysis?

1 5 A.

1 6

1 7

1 8

No. As  dis cus s e d a bove , whe n the  m a rke t-to-book ra tio  is  e qua l to  1.0, no portion of the

fu n d s  ra is e d  fro m  th e  s a le  o f s to c k b y th e  e n t ity a c c ru e s  to  th e  b e n e fit  o f e x is t in g

sha reholde rs  because  die  v te rn is  equa l to ze ro; thus , the  vs  te rn is  a lso equa l to ze ro. When

the  ma rke t-to-book ra tio e qua ls  1.0, divide nd growth de pe nds  sole ly on the  Br te rm. S ta ffs

1 9 inclus ion of the  w te rm a s sume s  tha t the  ma rke t-to-book ra tio continue s  to e xce e d 1.0, a nd

20

2 1

that the sample water utilities will continue to issue and sell stock at prices above book value

with the effect of benefitting existing shareholders.

22

23 Q. What are Staffs historical and projected sustainable growth rates?

24 A. Staffs estimated historical sustainable growth rate is 5.2 percent based on an analysis of

25

A.

e a rning s  re te ntion for the  S a m Le  wa te r com a nte s . S ta ffs  ro'e cte d sus ta ina ble oa th  ra teg P P P  1 gr
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1

2

is  6.4 percent based on re tention growth projected by Value Line. Schedule  CSB-6 presents

Staffs estimates of the sustainable growth rate.

3

4 Q. What is  Staffs  expected infinite  annual growth ra te  in dividends ?

5 A.

6

7

Staffs expected dividend growth ra te  (g) is  5.8 percent, which is  the  average of historical and

projected DPS, EPS, and susta inable  growth esdrna tes . S ta ffs  ca lcula tion of die  expected

infinite  annual growth rate  in dividends is shown in Schedule CSB-8.

8

9 Q. What is Staffs constant-growth DCF estimate for the sample utilities?

10 A. Staffs constant-growth DCF estimate is 8.0 percent, as shown in Schedule CSB-3.

11

12 The Mu/fi-Stage DCF

13 Q.

14

Why did Staff implement the multi-stage DCF model to estimate Ent1°ada's cost of

equity?

15 A.

16

17

18

Staff generally uses the multi-stage DCF model to consider the assumption that dividends

may not grow at a constant rate. The multi-stage DCF uses two stages of growth, the first

stage (near-term) having a four-year duration, followed by the second stage (long-tenu) of

constant growth.

19
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1 Q. What is the mathematical fionnula for the multi-stage DCF?

2 A. The multi-s tage  DCF formula  is  shown in the  following equation:

Equa tion 7

P0

n

Dr
0+KY

+
D,,(1+8n)

K-gn { I1
(1+K)

Where 1%
Dr

K

n

Dn

8"

current stock price

dividends expected during stage  1

cost of equity

years  of non - constant growth

dividend expected in yea r n

cons tant ra te  of growth expected a fte r yea r n

3

4 Q. What steps did Staff take to implement its multi-stage DCF cost of equity model?

5 A.

6

7

8

Firs t, S ta ff projected future  dividends for each of the  sample  wate r utilities  us ing near-te rm

and long-te rm growth ra te s . Se cond, S ta ff ca lcula te d the  inte rna l ra te  of re turn (cos t of

equity) which equates the present value of the forecasted dividends to the current stock price

for each of the  sample  water utilities. Lastly, Staff ca lcula ted an overall sample  average cost

9 of equity estimate.

1 0

1 1 Q- How did Staff calculate near-term (stage-1) growth?

1 2

1 3

1 4

The s tage-1 growth ra te  is  based on Va/zfe Li1zeJ's projected dividends  for the  next twe lve

months, when available, and on the average dividend growth (g) rate of 5.8 percent, calculated

in Staffs constant DCF analysis for the remainder of the stage as shown on Schedule CSB-8.

1 5

A.
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1 • How did Staff estimate long-term (stage-2) growth?

2 A.

3

4

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in Gross

Domestic Product ("GDP") from 1929 to 2015.5 Using the GDP growth rate assumes that

the water utility industry is expected to grow at the same rate as the overall economy.

5

6 • What is the historical GDP growth rate thatStaff usedto estimate stage-2 grown?

7 A. Staff used 6.4 percent to estimate the stage-2 growth rate as shown on Schedule CSB-9.

8

9 • What is Staffs multi-stage DCF estimate for the sample utilities?

1 0 A. Staffs mild-stage DCF estimate is 8.6 percent, as shown in Schedule CSB-3.

11

1 2 Capita/Aire! PricingMode/

13 Q . P le a s e  d e s c rib e  th e  CAP M.

1 4 A. The  CAP M is  use d to de te rmine  the  price s  of se curitie s  in a  compe titive  ma rke t. The  CAP M

1 5 mode l de scribe s  the  re la tionship be twe e n a  se curity's  inve s tme nt risk a nd its  ma rke t ra te  of

1 6 re turn. Unde r the  CAP M, a n inve s tor re quire s  the  e xpe cte d re turn of a  s e curity to e qua l the

1 7

1 8

1 9

20

ra te  on a  risk-fre e  s e curity plus  a  risk pre mium. The  mode l a lso a s sume s  tha t inve s tors  will

s uffic ie ncy dive rs ify the ir inve s tme nts  to e lim ina te  a ny non-s ys te ma tic  or unique  ris k.6 In

1990, P rofe s s ors  Ha rry Ma rkowitz ,  Willia m  S ha rpe ,  a nd Me rton Mille r e a rne d the  Nobe l

P rize  in Economic S cie nce s  for the ir contribution to the  de ve lopme nt of the  CAP M.

2 1

5 .bea .doc.gov.
6  The  CAP M ma ke s  the  following a s s umptions : 1) s ingle  holding pe riod; 2) pe rfe ct a nd compe titive  s e curitie s  ma rke t; 3)
no tra ns a ction cos ts ; 4) no re s tric tions  on s hort s e lling or borrowing; 5) the  e xis te nce  of a  ris k-fre e  ra te ; a nd 6)
homoge ne ous  e xpe cta tions .

Q

Q

Q

llllll II I
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1 Q. Did  S ta ff u s e  th e  s a me  s a mp le  wa te r u tilitie s  in  its  CAP M a n d  DCF c o s t o f e q u ity

2 es timation analyses?

3 A.

4

Yes. Staffs CAPM cost of equity estimation analysis uses due same sample water companies

as M its DCF cost of equity estimation analysis.

5

6 Q. What is  the  mathematica l formula  for the  CAPM?

7 A. The rnadaematical formula for the CAPM is:

8

Equa tion 8

K - R,+p(Rm -R)

where  : R - ris k fre e  ra te

Rm - re tu rn  on  ma rke t

,8 -  b e t a

R m 'R f - ma rke t ris k p re miu m

K - e xpe cte d  re turn

f

9

1 0 o n

11

1 2

1 3

The  equa tion shows tha t the  expected re turn (K) a  risky asse t is  equa l to the  risk-free

inte re s t ra te  (Rf) plus  due  product of the  marke t risk premium (Rm - Rf) multiplied by the

Be ta  (B) coe fficient, whe re  Be ta  repre sents  the  riskiness  of the  inves tment re la tive  to the

marke t.

1 4

1 5 Q. What is the risk-free rate?

1 6 A. The risk-free  ra te  is  the  ra te  of re turn of an investment free  of default risk.

1 7
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l Q.

2

What does Staff use as surrogates to represent estimations of the risk-free rates of

interest in its historical and current market risk premium CAPM methods?

3

4

5

6

7

8

9

As  pre vious ly note d, S ta ff use s  se pa ra te  pa ra me te rs  a s  surroga te s  for the  e s tima tions  of the

ris k-fre e  ra te s  o f in te re s t fo r the  h is to ric a l m a rke t ris k p re m ium  CAP M c os t o f e qu ity

e s tima tion a nd the  curre nt ma rke t risk pre mium CAP M cos t of e quity e s tima tion. S ta ff use s

the  average  of three  (5-, 7-, and 10-year) inte rmedia te -te rm U.S . Treasury securitie s ' spot ra tes

M its  his torica l ma rke t ris k pre mium CAP M cos t of e quity e s tima tion, a nd the  30-ye a r U.S .

Tre a sury bond spot ra te  in its  curre nt ma rke t risk pre mium CAP M cos t of e quity e s tima tion.

Rates on U.S . Treasuries a re  la rge ly veritable  and readily ava ilable .

10

11 Q. What does Beta measure?

12 A.

13

14

15

16

17

Be ta  is  a  measure  of a  security's  price  vola tility, or sys tema tic risk, re la tive  to the  marke t a s  a

whole . S ince  s ys te ma tic  ris k ca nnot be  dive rs ifie d a wa y, it is  the  only ris k tha t is  re le va nt

whe n e s tima ting a  se curity's  re quire d re tune . Us ing a  ba se line  ma rke t Be ta  of 1.0, a  se curity

ha ving a  Be ta  va lue  le s s  tha n 1.0 will be  le s s  vola tile  (i.e . ,  le s s  ris ky) tha n the  m a rke t. A

s e curity with a  Be ta  va lue  gre a te r tha n 1.0 will be  more  vola tile  (i.e ., more  ris ky) tha n the

ma rke t.

18

19 Q. How did Staff estimate Estrada's Beta?

20 A.

2 1

Staff used the average of the Value Line Betas for the sample water utilities as a proxy for

Estrada's Beta. Schedule CSB-7 shows the Vu/ue Line Betas for each of the sample water

22 utilities. The 0.71 average Beta for the sample water utilities is Staffs estimated Beta for

23 Enttada. A security having a Beta value of 1.0 is less volatile than the market as a whole, and

24 thus  require s  a  lower re turn on equity than does  the  ove ra ll marke t.

25

A.
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1 Q. What is the market risk premium (Rm - Rf)?

2 The  ma rke t risk pre mium is  the  e xpe cte d re turn on die  ma rke t, minus  the  risk-fre e  ra te .

3 S im plifie d, it is  the  re turn a n inve s tor e xpe cts  a s  com pe ns a tion for m a rke t ris k.

4

5 Q. What did Staff us e  for the  market ris k premium?

6 Sta ff use s  se pa ra te  ca lcula tions  for the  ma rke t risk pre mium in its  his torica l a nd curre nt

7 market risk premium CAPM methods.

8

9 Q- How did Staff calculate an estimate for the market risk premium in its historical

10 marke t ris k premium CAPM method?

11 A.

12

13

Staff uses the intermediate-term government bond income returns published in the Ibbotson

Associates' Sio0/ki, Bondy, Bi//5, and Ifjaiion 2075 A]JpendixA to calci te the historical market

risk premium. Ibbotson Associates calculates the historical risk premium by averaging the

14

15

historical aNdmmetic differences between the S&P 500 and the intermediate-term government

bond income  re turns  for the  pe riod 1926-2015. S ta ff's  his torica l ma rke t risk pre mium

16 e s tima te  is  7.5 pe rce nt, a s  shown in Sche dule  CSB-3.

17

18 Q. How did Staff calculate an estimate for the market risk premium in its current market

19 ris k premium CAPM method?

20

2 1

22

23

24

S ta ff s olve s  e qua tion 8 a bove  to a rrive  a t a  ma rke t ris k pre mium us ing a  DCF-de rive d

expected re turn (K) of 12.03 (2.20 + 9.7377 percent using the  expected dividend yie ld (2.30

percent over the next twelve months) and the annual per share growth rate (9.73 percent) that

Va/zfe Line projects  for a ll dividend-paying s tocks  unde r its  reviews  a long with the  current

long-term risk-free rate (30-year Treasury note at 2.88 percent) and the market's average Beta

S june  3, 2016 is s ue  da te .

1 2 . 0 3 %

A.

A.

A.

II I'll 11111-11
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1 of 1.0. S ta ff ca lcula ted the  current marke t risk premium as  9.2 pe rcent,9 a s  shown in S chedule

2 CSB-3.

3

4 Q.

5

What is  the  res ult of S ta ffs  h is torica l marke t ris k premium CAPM and current marke t

ris k premium CAPM cos t of equity es timations  for the  s ample  utilities ?

6

7

S ta ffs  cos t of e quity e s tim a te s  a re  7 .2  pe rce nt us ing the  his torica l m a rke t ris k pre m ium

CAP M a nd 9.4 pe rce nt us ing the  curre nt ma rke t risk pre mium CAP M a s  shown on S che dule

8 CSB-3.

9

1 0 VI. S UMMARY OF S TAFF'S  COS T OF EQUITY ANALYS IS

1 1 Q. What is the result of Staffs constant-growth DCF analysis to estimate the cost of

1 2 e  u p fo r th e  S am Le  wa te r u tilitie s ?q P

1 3 A.

1 4

1 5

1 6

Schedule CSB-3 shows StafFs constant-growth DCF estimate of the cost of equity for the

sample water utilities is 8.0 percent as follows:

k = Dividend Yield + Expected Dividend Growth

k : 2.2% + 5.8%: 8.0%

1 7

1 8 Q. What is the result of StafFs multi-stage DCF analysis to estimate of the cost of equity

1 9 fo r th e  s amp le  u tilitie s ?

20

2 1

Schedule CSB-9 shows Staffs mild-stage DCF estimate of the cost of equity for the sample

water utilities is 8.6 percent calculated as follows:

22

23

24

25

26

27

28

Company EquityCost
Estimate (k)

American States Water
California  Water
Aqua America
Connecticut Water

8.6%
8.7%
8.5%
8.5%

9 12.03% = 2.30% + 1 X9.73%

l ll I HIII l l l l l l l l l l

A.

A.
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1
2
3
4
5

Middlesex Water
SAW Corp
York Water

8.5%
8.7%
8.6%

Ave ra g e 8.6%

6

7 Q. What is  the  res ult of S ta ffs  his torica l marke t ris k premium CAPM ana lys is  to  es timate

8 the  cos t of equity for the  s ample  utilities ?

9 A.

10

11

12

13

Staffs  CAPM estimate  (using the  historica l market risk premium) of the  cost of equity for the

sample  wa te r utilitie s  is  7.2 pe rcent. Schedule  CSB-3 shows  the  re sult of S ta ff's  CAPM

analysis using the historical risk premium estimate. The result is as follows:

k = Rf + Is X Rp

k =1.90/0 + 0.71 X 7.5%

14 k : 7 .2%

15

16 Q. What is  the  re s u lt o f S ta ffs  curren t marke t ris k premium CAPM ana lys is  to  e s tima te

17 the  cos t of equity for the  s ample  utilities ?

18 A.

19

20

Sta ffs  CAPM estimate  (us ing the  current marke t risk premium) of the  cos t of equity for the

sample  wa te r utilitie s  is  9.4 pe rcent. Sche dule  CSB-3 shows  the  re sult of S ta ffs  CAPM

analysis using the current market risk premium estimate. The result is:

21

22

23

k : Rf + 8 X Rp

k 22490/0 + 0.71 1 1 9.2%

24 k = 9 .4%

25

26 Q . Pleas e  s ummarize  the  res ults  of Staffs  cos t of equity analys is  for the  s ample  utilities .

27 A.

28

The  full ra nge  of S ta ffs  cos t of e quity a na lys is  re sults  is  7.2 pe rce nt to 9.4 pe rce nt a s  shown

in the  following ta ble :



Direct Testimony of Crysta l S . Brown
Docket Nos. SW-04316A-16-0078 et. al.
Page 38

1 Ta ble  2
Me th o d Es tima te

Constant Growth DCF Estimate
Multi-Stage  DCF Estimate
His torica l CAPM Estima te
Current CAPM Estimate

8.0%
8.6%
7.2%
9.4%

2

3 Q.

4

Ms . Brown, in  the  recent pas t, S ta ff chos e  not to  incorpora te  the  res ults  of its  CAPM-

R O E

5

bas ed in  d e ve lo p in g  its  o ve ra ll ROE re c o mme n d a tio n . Wo u ld  yo u  p le a s e

explain why Staff has  moved away from that previous  pos ition?

6 Yes. Staff has always calculated the CAPM Model-driven ROE range but effectively gave this

7

8

result a  zero weighting. The zero weighting approach was followed due to a  noted divergence

of due  CAPM Model-driven results  from the  DCF Model-driven results .

9

1 0 VII. FINANCIAL RIS K AND E CONOMIC AS S E S S ME NT ADJ US TME NTS

11 Q.

1 2

Has Staff discontinued the direct recognition of the financial risk and economic

assessment adjustments in its cost of equity analysis?

1 3 Yes. Staff has moved to an approach of developing its  ROE recommendation that it believes

1 4 is more straight forward, conceptually sound, and simpler to understand.

1 5

1 6

1 7

1 8

1 9

20

2 1

22

A.

A.

Le t me  sa y a ga in tha t while  S ta ffs  re comme nde d re ve nue  re quire me nt is  ba se d upon a

specific ROE recommendation, S ta ff a lso be lieves  tha t defining a  point-in-time  specific fa ir

and reasonable  ROE can only rea lis tica lly be  achieved to the  point of es tablishing an ROE

range of reasonableness. Therefore , while  Staff re ta ins the  right to evaluate  and/or to argue

cons ide ra tions  of re le va nce  tha t might s upport a  more  s pe cifica lly de fine d ROE, S ta ff

genera lly be lieves  tha t any ROE fa lling within the  ROE range  it will discuss  M specific ra te

case  dockets  would constitute  an acceptable  Commission decis ion. I will expand upon aNs
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1

2

sta tement as I progress through my explanation of Staffs  current approach to developing its

ROE recommendations.

3

4 Q. Ms. Brown, does Staff continue to include separate ROE modifiers for such things as

5 financial risk and the previous economic assessment adjustment?

6 A. No, be ca us e  unde r the  portfo lio  vie w a nd S ta ffs  ne w m e thodology the s e  s e pa ra te  m odifie rs

7 are not neces s ary.

8

9 Q.

10

Ms. Brown, please explain how Staff believes the Commission should view We results

of the ROE range established through use of the traditional ROE Models.

11

12

13

14

15

When boiled down, the  a rgument rega rding the  ROE range  de fined through use  of these

tra ditiona l ROE mode ls  is  tha t a ny ROE fa lling within this  ra nge  should be  cons ide re d a

reasonable  ROE for a lternative  investments with similar risk considerations. Or, sa id another

way, due  lowest ROE resulting from the  Model runs is  jus t as  va lid as  any other ROE point

defined by these Model runs.

16

17 Q. Ms. Brown, what was the ROE adder recommended by Mr. Bourassa?

18

19

20

2 1

22

I would  no te  tha t Mr. Boura s s a  s pe nds  a  gre a t de a l o f tim e  ide n tifying  a nd  d is cus s ing  s uch

ris k fa ctors , s pe cifica lly on pa ge s  44 through 46 of the  cos t-of-ca pita l te s tim ony he  s pons ors .

As  s e e n on Mr. Boura s s a 's  S che dule  D-4.1, the  Mode l-drive n re s ults  ha ve  a ll be e n individua lly

a d ju s te d  u p wa rd  b y 2 3 0  b a s is  p o in ts ,  b e fo re  fa c to r in g  in  a  3 0  b a s is  p o in t re d u c tio n

a ttributa ble  to Mr. Boura s s a 's  fina ncia l ris k a rgum e nts .

23

A.

A.
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1 Q.

2

3

Ms. Brown, are you aware of any other instances where Mr. Bourassa's testimony has

suggested that he was using an approach which gives consideration to these other

risk factors is very close to the manner being recommended by Staff?

4 A. Ye s . In  the  cos t of ca pita l te s timony file d in  both the  Libe rty Utilitie s  lBe lla  Vis ta  Wa te r

5

6

7

8

9

Corp.) ra te  ca s e  (Docke t No. 15-0367) a nd in the  ins ta nt Libe rty Utilitie s  (Rio Rico Wa te r a nd

Was tewa te r & S ewer) Corp. ra te  ca s e s  (Docke t No. 15-0368), page  6 line  14 through page  7,

line  5 , Mr. Boura s s a  s e e ms  to  s ugge s t tha t he  followe d a n a pproa ch ve ry s imila r to  the

a pproa ch S ta ff is  now re comme nding. In re s pons e  to a  que s tion re ga rding the  "othe r ris k

fa ctors " he  cons ide re d in de te rmining the  a ppropria te  ROE for the s e  thre e  utility divis ions ,

10 Mr. Boura ssa  sa ys :

11

12

13

14

15

16

"I cons ide re d  e xplic it a d jus tme nts  to  my ROE e s tima te  for the s e
fa c to rs  a nd  I d id  ta ke  the m in to  cons ide ra tion  whe n  de te rmin ing
where , with in  the  rea s onab lenes s  range  o f ana lytica l re s u lts fro m
the  DCF, CAP M, a nd RP M mode ls , the  re quire d ROE for e a ch of the
two utilitie s  rightfully fa lls ." [Empha s is  s upplie d]

17
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1 Q. Ms . Brown, I would like  to re turn to the  initia l cavea t you expres s ed on behalf of Staff,

2 i.e . ,

3

4
5
6
7
8
9

10
11

"Staff also believes that defining a point-in-time specific fair and
reasonable ROE can only realistically be achieved to the point of
establishing an ROE range of reasonableness. Therefore, while
Staff retains the right to evaluate and/or to argue considerations
of relevance that might support a more specifically defined
ROE, Staff generally believes that any ROE falling within the
ROE range it will discuss in specific rate case dockets would
constitute an acceptable Commission decision."

12

13

14

By this caveat is Staff suggesting that the Commission should accept its approach to

ROE but then continue

15

16

establishing an to encourage parties to interject general

arguments regarding the recognition of ROE adders to accommodate other general

risk factors?

17 A. No . concerns

18

19

20

21

22

23

24

25

Regulated utilities, especially smaller utilities, often raise about the

complexities, cost, and lack of transparency associated with the process employed to define a

range of reasonableness for ROE. Staff shares, and understands these concerns and believes

that steps to simpliicadon should be given fair consideration. The caveat raised by Staff was

not meant to suggest that Staff was only interested in injecting yet another layer of complexity

into the process. Staffs intent was to acknowledge the broad discretion of the Commission

to base its Baal ROE decision on the full range of evidence before it. On a case-by-case

basis, any number of additional considerations, individually and collectively, could impact die

Commission's ultimate ROE decision.

26

27 VIII. ORIGINAL COS T WEIGHTED AVERAGE COS T OF CAP ITAL

28 Q. Wha t ove ra llorigina l cos t ra te  of re turn did Staff de te rmine  for Es tra da ?

29 S ta ff de te rmine d a  7 .7  pe rce nt ROR for Es tra da , a s  s hown in  S che dule  CS B-1 a nd the

30

A.

following ta ble :
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1

2
Ta ble  3

We igh t Cost

Weighted
Cost

Long-term Debt
Common Equity

30.00%
70.00%

3.50%
9.40%

1.10%
6.60%

Overa ll Orig ina l Cos t ROR 7.70%

3

4 IX.

5 Q.

FAIR VALUE RATE OF RETURN (s¢FvRoR») RECOMMENDATION

What FVROR does  the  Company propos e  in this  proceeding?

6 A.

7

8

The  Com pa ny propos e s  a  6 .92 pe rce nt FVROR. In  m a king  its  F VRO R ca lcu la tion ,  the

Com pa ny, a s  we ll a s  S ta ff,  utilize d the  m e thodology re com m e nde d by S ta ff in  a n e a rlie r

docke t, and adopted by the  Commission M Decis ion No. 7066510.

9

1 0 Q. What FVROR does  Staff Recommend for Entrada?

11 S ta ff recommends  a  5.60 pe rcent FVROR for the  Company, a s  shown in S chedule  CS B-1.

1 2

13 Q. How did Staff calculate its recommended FVROR?

1 4 A.

1 5

1 6

1 7

1 8

S ta ff ca lcula te d the  FVROR utiliz ing the  me thodology pre vious ly a dopte d in De cis ion No.

7066,5 for S outhwe s t Ga s  Corpora tion. In  s hort,  the  FVROR m e thodology firs t s e ts  up a

fa ir va lue  ca pita l s tructure  tha t is  compose d of de bt, e quity, a nd a n a ppre cia tion incre me nt.

Next, the  pe rcentages  for each of these  components  re la tive  to the  tota l a re  ca lcula ted and a re

then multiplied by the  cos t ra te  for each component a s  shown M S chedule  CS B-1.

1 9

20 Q. Ho w d id  S ta ff c a lc u la te  th e  c o s t ra te  fo r th e  a p p re c ia tio n  in c re m e n t?

2 1 A.

22

Staff firs t ca lcula ted the  diffe rence  be tween the  nominal yie ld (i.e ., unadjusted for in fla tionl

on die 30-year U.S. Treasury bond and die real yield (i.e ., inflation adjusted) on the same 30_

10 Southwest Gas Corporation, Docket No. G-01551A_07_0504.

A.



Dire ct Te s timony of Crys ta l S . Brown
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1

2

3

4

5

6

year treasury security. The  spread be tween the  nomina l and rea l yie lds  on the  30-yea r treasury

s e curity is  re fle c tive  of the  a dditiona l re turn  (i.e . ,  the  infla tion  a djus tm e nt) re quire d  by

inve s tors  for the  los s  of purcha s ing powe r due  to in fla don ove r da is  s a me  30-ye a r horizon.

S ince  the  GCRB which doe s  not include  infla tion re pre s e nts  50 pe rce nt of the  FVRB, S ta ff

re duce d the  infla tion re turn by 50 pe rce nt for purpose s  of ca lcula ting the  FVROR. De ta ils  of

S ta ff's  infla tion adjustment ca lcula tion a re  presented in Schedule  CSB-2.

7

8 Q. Wh y d id  S ta ff u s e  a  30-yea r U.S . Trea s u ry b o n d ?

9 A.

1 0

11

1 2

13

The  pre fe rre d te rm for ca lcula ting die  a ccre tion te rn is  tha t which mos t close ly ma tche s  the

we ighte d a ve ra ge  e xpe cte d life  of the  pla nt include d in the  fa ir va lue  ra te  ba se . Thirty ye a rs

re fle cts  a  3.33 pe rcent deprecia tion ra te  and 20 yea rs  re fle cts  a  5.0 pe rcent deprecia tion ra te .

Thirty ye a rs  more  close ly re fle cts  the  we ighte d a ve ra ge  life  of the  pla nt include d in the  fa ir

value  ra te  base  than does 20 years.

1 4

1 5 Q. Did  S ta ff u s e  s p o t  U.S . Tre a s u ry s e c u rity yie ld s  fo r p u rp o s e s  o f m a kin g  its FVROR

1 6 estimate?

1 7

1 8

1 9

Ye s . S ta ff us e d  the  c los ing  s po t nomina l a nd  re a l yie lds  on  the  30-ye a r U.S . Tre a s ury bond  a s

o fjune  1 ,  2016 , to  c o rre s pond  with  the  s po t p ric e  da te  s e le c te d  fo r S ta ffs  s a mple  c ompa n ie s .

Us e  o f th e  c u rre n t b o n d  yie ld  is  c o n s is te n t with  fin a n c ia l th e o ry (i. e . ,  th e  E ffic ie n t Ma rke t

20 Hypothesis) .

2 1

22 Q.

23

Does this conclude your direct testimony concerning Staffs recommendations

concerning the cost of capital?

24 Ye s , it doe s .A.

A.
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Schedule CSB-1
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I
LINE

NO.IDESCRlPTION

COMPANY
AS FILED

STAFF
ADJUSTMENTS
(col c - Col Al

STAFF
AS ADJUSTED

cosTs TO BE ALLOCATED To ENTRADA DEL ORO . PER COMPANY
(From Company's Response Io CSB 1.17, "Summary Page" and CSB 1.34 Contractual Service Summa

APUC Allocation - Admin
Costs By Category

Description

Allocation to
Regulated Utilities

DR CSB 1.17
Summary Worksheet)

Regulated
Facility Expense

Percent
$3,339 + $439,678

APUC Admin to
Regulated Facilities

$3,339.11
Col F x Col G

Column H
Expressed in

Percent
Cal H + $3,339,11

Canadian Corp. Allow
LABS Corp Admin
(Col I x $1.851.85)

$1 ,851.85

CanadianCorp Allow
LABS NonlaborAlloc
(c<>1 | x $3,098.14

$3,098.14

CanadianCorp. AIle

LU Canada Admin
(Col I X $3,156.56)

53,156.56

Total
Shareholder

Costs
Columns H+J+K+L

cosTs TO BE ALLOCATED TO ENTRADA DEL ORO . PER STAFF

APUC Allocation Admin
Costs By Category

Description

Allocation to
Regulated Utilities

DR CSB 1.17
Summary Warksheetj

Regulated
Facility Expense

Percent
$3,339 + $439,678

APUC Admin to
Regulated Facilities

$3,339.11
Col F x Col G

Column H
Expressed in

Percent
Oil H : $3,339.11

CanadianCorp Allow

LABS OursAdmin

(om lx $1,851.a5)

$1,851 .85

Canadian Corp. Allow

LABS Nonlabor Allow
(Col lx $3,09B14)

53,098.14

Canadian Corp Altos

LU Canada Admin
(col lx $3,15s.5e)

ss,156.56

Total
Shareholder

Costs Per Staff
Columns H+J+K+L

Staff's
Adjustment

Colw _ Col Y

Total
Shareholder
Costs Per
Company

Liberty Utilities (Entrada Del Ore Sewer) Corp.
Docket No_ SW-04316A-16-0078
Test Year Ended December 31, 2015

Shareholder Cost Allocation Schedule CSB-1

SHAREHOLDER COST ALLOCATION

[Al [Bl [Cl

$ 34,562 $ 0 $ 34,562

$
$
$
$
$
$
$
$
$
$
$

488
818
982

76
158
280

4
83

(94)

488 $
818 $
982 $
577 $

1,182 $
280 s

34 $
633 $

(711) $
7,162 $

11,446 $

$
- $
- $

(501)  $
(1,026) $

- $
(29 )  $

(550) $
618 $

(6,219) $
(7,709) $

943
3,737

s 46,007 $ (7,708) $ 38,299

1 Contractual Services Professional
2
3 Corporate Expense Allocation
4 Legal
5 Tax Services
6 Audi t
7 Investor Relations
8 Directors Fees & Insurance
9 Licenses & Fees
10 Escrow Transfer
11 Other Professional
12 Office Administration
to Salaries & Benefits
14 Subtotal-Corporate Exp Allocation
15
16 Total (Line 1 + Line 8)
17
18
19 rm [E] IFS I I I [HI m [JI IKE [L] rM

18,756.80
31,410.82
37,717.94
22,180.10
45,395.27
10,769.09

1,304.82
24,328.36

(277320.26)
275,134.84

0.76%
0.76%
0.76%
0.76%
0.76%
0.76%
0.76%
0.76%
0.76%
0.76%
0.76%

s
$
$
$
$
$
$
s
$
$
$

142.45
238.55
286.45
168.45
344.75

81 .79
9.91

184,76
(207.48)

2,089.50

4.27% $
7.14% $
8.58% $
5.04% $

10.32% $
2.45% $
0.30% $
5.53% $

-5.21% $
62.58% $

0.00% $
100.00% $

132.17 $
221.33 $
285.78 $
156.29 $
319.87 $
75.88 $

9.19 $
171.43 $

(19251) $
1,938.71 $

$
$

488.28
817.68
981 87
577,39

1 ,181 .73
280.34

33.97
633.31

<711 .20)
7,162.29

439,677.78 $ 3,339.11 1,851.85

79.00 $
132.30 $
158.86 $

93.42 $
191.20 $

45.36 $
5.50 s

102.47 $
(115.07) $

1,158.82 s
$
$ 3,098.14 3,156.56

134.66 $
225.51 $
270.79 $
159.24 $
325.90 $

77.31 $
9.37 $

17466 $
(196.14) $

1,975.26 $
$
$ 11,445.66

rn [01 rpm rQ1 rR1 [St m [U] M owl rx m

18,756.80
31,410.82
37,717.94
22,180.10
45,395.27
10,769.09

1,304.82
24,328.36

(277320,26)
275,134.84

0.76%
0.76%
0.76%
0.10%
0.10%
0.76%
0.10%
0.10%
0.10%
0.10%
0.75%

$
$
$
$
$
$
$
$
$
$
$

142.45
238.55
286.45
22.18
45.40
81 .79
130

24,33
(27.32)
275.13

4.27% $
7.14% $
8.58% $
0.66% $
1.36% $
2.45% $
0.04% $
0.73% $

20
21
22
23
24
25 Legal $
26 Tax Services $
27 Audit $
28 lnvestor Relations $
29 Directors Fees& Insurance $
30 Licenses & Fees $
31 Escrow Transfer $
32 Other Professional $
33 Office Administration $
34 Salaries 8- Benefits $
35 Travel $
36 $
37
38
39
40
41
42
43
44
45
46
47 Legal $
48 Tax Services $
49 Audit $
50 Investor Relations $
51 Directors Fees 8l Insurance $
52 Licenses 8- Fees $
53 Escrow Transfer $
54 Other Professional $
55 Office Administration $
56 Salaries & Benefits $
57 Travel $
58 $ 439,677.78 $ 1,090.25

-0.82%
8.24%
0.00%

32.65%

$
$

_s
$ 604.65

79.00 $
132.30 $
158.86 $

12.30 $
25.18 $
45.36 $

0.72 $
13.49 $

(15.15) $
152.59 $

$
$ 1,011.57

132.17 $
221.33 $
265.78 $

20.58 $
42.12 $
75.88 $

1.21 $
22.57 $

(25.35) s
255.28 $

$
$ 1,030.65

134.66 $
225.51 $
270.79 $

20.97 $
42.91 $
77.31 $
1.23 $

23.00 $
(25.83) $
260.09 $

$
s 3,737.12

488.28 $ $ 488.28
817.68 $ - $ 817.58
981.87 $ - s 981,87

7603 $ (501.36) $ 577.39
155.60 $(1,026.12) $ 1,181.73
2B0,M s . $ 280.34

4.47 s (29.49) $ 33.97
83.39 $  (M 9 . 9 2 )  $ 633.31

(93.65) $ 617.55 $ (71120)
943.10 $(6,219.20) $ 7,162.29

$ - $ -
$(7,708.55) $11,M5.66

References:
Column A: Company Schedule C-1

Column B: Testimony, CSB, Company Data Request Responses CSB 1.17 and CSB 1.34

Column C: Column [A] + Column [B]
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FINANCIAL ANALYSIS

Liberty Utilities (EntradaDel Oro Sewer) Corp.
Docket Nos. SW-04316A-16-0078 and SW-04316A-16-0085
Application For Financing

Financing Schedule CSB-1

Selected Financial Information
Pro forma Includes Immediate Effects of the Proposed Long-term Debt

[A]

1
2
3
4
5

Operating Income
Depreciation & Amortization Expense
Income Tax Expense
Interest Expense on Debt
Repayment of Principal

10/31/2015
Staff Recommended Revenue
Full Amount of Proposed Loan

$ 45,859
$ 77,204
$ 22,318
$ 58,878
$ 148,782

TIER
6 [1 +3] + [4] 1.16

DSC
7 [1+2+3] + [4+5] 0.70

8 Long-term Debt $ 1,601,218 20.68%

9 Equity $ 6,142,053 79.32%

10 Total Capital $ 7,743,271 100.00%

l l



Liberty Utilities (Entrada Del Oro Sewer) Corp.
Docket Nos. SW-0431 BA-16-0078 and SW-04316A-16-0085
Application For Financing

Financing Schedule CSB-2

Loan Amount Requested

Down Payment:

Amount Financed:

Number of years:

Interest rate (r):

$1,750,000

$0

$1 ,750,000

10

3.50%

Compounding Periods:

APR:

12

3.56%

LOAN AMORTIZATION SCHEDULE

Payments

Period

Loan

payment

(1)

Beginning-

of-month

principal

(2)

Interest

[ r * (2)1

(3)

Principal

[(1) . (Sn

(4)

End-of-month

principal

[(2) . (4)]

(5)

Annual

Interest

(6)

Annual

Principal

(7)

Annual

Debt Payment

(8)

1

2

3

4

5

6

7

8

9

10

11

12

$17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

17,305.03

$1,750,000.00

1,737,799.14

1,725,562.70

1,713,290.56

1,700,982.63

1 ,688,63B81

1 ,676,258,98

1,663,843.04

1,651,390.89

1,638,902.42

1,626,377.53

1,613,816.10

$5,104.17

5,068.58

5,032.89

4,997.10

4,961 .20

4,925.20

4,889.09

4,852.88

4,816.56

4,780 13

4,743.50

4,706.96

$12,200.86

12,236.45

12,272.13

12,307.93

12,343.83

12,379.83

12,415.94

12,452.15

12,488.47

12,524.89

12,561.42

12,598.06

$1.737,799.14

1,725,562.70

1,713,290.56

1,700,982.63

1,688,638.81

1,676,258.98

1,663,843.04

1,651 ,390.s9

1,638,902.42

1,626,377.53

1,613,816.10

1,601,218.04 58,878.35 148,781.96 207,660.31
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CAPITAL STRUCTURE AND WEIGHTED AVERAGE COST OF CAPITAL

Libe rty Utilitie s  (Es tra da  De l Ore  S e we r) Corp .

Docket Nos . SW-04316A-16~0078 and SW-04316A-16-0085

Cost of Capital Schedule CSB-1

Lin e  S ta ff Re c o mme n d e d  Orig in a l Co s t Ca p ita l S tru c tu re

No . [A] [5 ] [C] [D]
1

2 Cost

3.50%

9.40%

O C R B

W AC CDe s crip tion

De b t

Eq u ity
Tota l

Amount

$ 848,454

$1,979,726

$2,828,180

Weight

30.00% X

70.00% X

100.00%

1.05%

6.58%

7.63%

3

4

5

6

7

8

9

10

11

[D]
Ab ou t F in a n c in g

OC R B

[Fl [G]
F VR B

W AC C

176,030

410,738

586,768

x
X

Cost

3.50%

9.40%

$

15

s

$

8

232,239 X

819,007

[E ]
F VR B

We ight

2 1 .4 9 %  X

5 0 .1 5 %  x

71_64%

2 8 .3 6 %  X

100.00%

0.46%

0.75%

4.71%

5.47%

0.13%

5.60%

1 Calculation of Fair Value Capital Increment

FVRB $ 819,007

Less: OCRB $ 586,768

$ 232,239

rD] [E]

Weight

30.00% x

70.00% X

100.00%

Cost

3.50%

12.00%

OCRB

WACCAmount

$ 848,454

$1,979,726

$2,828,180

1.05%

8.40%

9.45%

[F] [G]
F VR B

W AC C

x

Staff Recommended Fair Value Capital Structure

[A] UP] [C]
OCRB Cost

Description Weight OCRB

12 Debt 30.00% x $ 586,768 . :

13 Equity 70.00% X $ 586,768 :

14 100.00%

15 Fair Value Capital Increment 1

16 Total

17

18

19

20

21

22

23

24 Company Proposed Original Cost Capital Structure

25 [A] [B] [C]
26

27 Description

28 Debt

29 Equity

30 Total

31

32

33 Company Recommended Fair Value Capital Structure

34 [A] [B] [C] [D]
35 OCRB Cost About Financing

36 Description Weight OCRB OCRB

37 Debt 30.00% X t 1,489,794 : 446,938

38 Equity 70.00% x $ 1,489,794 : 1,042,856 x

39 100.00% 1,489,794 .

40 Fair Value Capital Increment

41 Total

42

43

44

45

46

2 665,186 x

2,154,980

35

$

35

35
$

[E ]
F VR B

We ight Cos t

2 0 .7 4 %  X 3.50%

4 8 .3 9 %  X 12.00%

69.13%

3 0 .8 7 %  x

100.00%

1.25%

0.73%

5.81%

-6530/0

0.39%

6.92%

2 Ca lcula tion of Fa ir Va lue  Capita l Increment

F VR B $ 2,154,980

Les s : OCRB $ 1,489,794

5 665,186

ll



Docket Nos. SW-04316A-16-0078 and SW/,04316A-16-0085 Cost of Capital Schedule CSB-2

Libe rty Utilitie s  (Entra da  De l Oro S ewer) Corp., Cos t of Ca pita l Ca lcula tion

Infla tion Adjus tment (Accretion Return)
Included in the Fair Value Rate of Return

Staff Recommended

Des cription

2.63% IRisk Free Rate

Less : Infla tion Rate
Apprecia tion Increment Fair Value Rate of Return

Times: 50% factor 4

1.72% 2

0.91%

X 50.00%

Ap p r e c ia t io n  In c r e m e n t  Fa ir  Va lu e  R a te  o f R e tu r n 0.46%

1

3

3

2.63%

0.91%

2 Calculation of Infla tion Rate:

30-Year Treasury Yield (as  of 6 /1 I2016) -- Nominal

Less : 30-Year Treasury Yield l@ 6/1 I2016) -- Real

Return Required by Inves tors  due to Infla tion 1 .720/0

3 http: / /www.treasury.gov/resource-cente1:/data-chart-center/interest-rates/Pages/defau1t.aspx

4 This  fa c tor re cognize s  tha t die  OCRB re pre s e nts  50% of die  FVRB, a nd die  the  OCRB include s  no infla tion .

Note: The above Fair Value Rate of Return calculation is consistent with the methodology

adopted in Decision No. 70665.



L
gDCF Method k+

+ 5.8° 0

(312)

8.00 o

8.6° 0

8.3%

Constant Growth DCF Estimate

Mu1ti~Stage DCF Estimate

Average DCF Estimate

7.5"0 (J

9.2% /

D,/p91

2.20 o

+ kXRfCAPM Method
+
+

x
X

42°

0.71

0.71

1.9" o

2.90 o

7.20° o

9.40° o

8.3%

Historical Market Risk Premium"
Current Market Risk Premium"
Average CAPM Estimate

Staffs Estimated Cost of Equity

Economic Assessment Adjustment

Sub»Total
Financial Risk Adjustment

Total

9.4%

00° o
9.4%

0.00 o

9.4%

Docket Nos. SW~04316A-16-0078 and SW-04316A-16-0085 Cost of Capital Schedule CSB-3

Liberty Utilities (Estrada Del Oro Sewers Corp.

Final Cost of Equity Estimates

Sample Water Utilities

[AI [Bl [C] [D] U81

1 MSN Money and Value Line

2 Schedule CSB-8

3 Risk-free rate (Rf) for 5, 7, and 10 year Treasury rates from the U.S. Treasury Department at www.ustreas.gov

4 Risk-free rate (Rt) for 30 Year Treasury bond rate from the U.S. Treasury Department at www.ustreas.gov

5 Value Line

6 Historical Market Risk Premium (Rp) calculated from 2015 Ibbotson SBBI Appendix A

7 Testimony

lllll l



TotalDebtCompany

Common

E ii

100.0%

100.0%

100.0%

100.0%

100.0%

100.0%

100.0%

39.4%

46. 1 %

52.2%

45.3%

40.6%

53.4°/0

44.7%

60.6%

53.9%

47.8%

54.7%

59.4%

46.6%

55.3%

American States Water

California Water

Aqua America

Connecticut Water

Middlesex Water

SAW Corp

York W ater

100.0%54.04%45.96%Average Sample Water Utilities

100.0%70.00%30.00%Entrada Del Oro

Docket Nos. SW-04316A-16-0078 and SW-04316A-16-0085 Cost of Capital Schedule CSB-4

Liberty Utilities (Enfrada Del Oro Sewer) Corp.

Average Capital Stricture of Sample Water Utilities

[A] [B] [C] [D]

Source:

Sample Water Companies from Value Line

I I  l l l



Earnings

Per Share

P rojec ted

Eds*

Earnings

Per Share

2006 to 2015

E d s '

Divide nds

Per Share

P rojec ted

D a s '

Divide nds

Per Share

2006 to 2015

D a s *Company

7.1%

11.2%

8.9%

2.9%

2.8%

N A

5.2%

9.3%

2.5%

7.2%

8.8%

5.6%

5.1%

5.6%

6.8%

1.6%

8.0%

2.1%

1.5%

3.9%

3.7%

American S tates  Water

California  Water

Aqua America

Connecticut Water

Middles ex Water

SAW Corp

York Water

7.5%

8.1%

8.8%

5.2%

3.1%

6.1%

7.1%

6.3%6.3%6.6%4.0%Average S ample Water Utilitie s

Docket Nos. SW-04316A-_6-0078 and SW-04316A-16-0085 Cost of Capital Schedule CSB-5

Liberty Utilities  (Ennrada Del Ore  S ewer) Corp.

Growth in Earnings  and Dividends

S ample Water Utilities

[A] [B] [C] [D] IH]

1 Value Line

--l-ll-lllll I I IIl  l ll I L u



Stock

Financing

Growth

Sustainable

Growth

2006 tO 2015

be + vs

Sustainable

Growth

Projected

be + vs

Retention Retention

Growth Growth

2006 to 2015 Projected

M lg LECompany

6.6%

3.7%

5.8%

4. 1 %

3.4%

3.6%

3.9%

American States Water

California W ater

Aqua America

Connecticut W ater

Middlesex W ater

SAW Corp

York W ater

1.5%

1.5%

1.0%

3.6%

2.2%

1.0%

2.8%

6.2%

4.4%

5.3%

6.3%

4.0%

4.9%

5.2%

8. 1 %

5.2%

6.8%

7.8%

5.6%

4.6%

6.7%

4.7%

2.9%

4.3%

2.7%

1.8%

3.9%

2.5%

6.4%5.2%1.9%3.2% 4.4%Average Sample Water Utilities

Docke t Nos . S W ~04316A-16-0078 Zlld S W -04316A-16-0085 Cos t of Capita l Schedule  CSB-6

Libe rty Utilitie s  (Es tra da  De l O ro  S e we r) Corp .

S us ta ina ble  G rowth

S a mple  W a te r Utilitie s

[A] pa ] [C] LD] [E] [F ]

[B]: Value Line

[C]: Value Line

[D]: Value Line, MSN Money, and Form 10-Ks filed with the Securities and Exchange Commission (http://www.sec.gov/)

[ E ] =  [ 8 ] + [ D ]

[F ]=  [C l + [D ]



Value Due

Beta
b

Spot Price

6/1 /2016
Mkt To
Book

2.8
2.2

3.4
2.3

3.0
2.0

Company
American States Water
California Water
Aqua America

Connecticut Water
Middlesex Water

SAW Corp
York Water

Book Value
14.11
13.59

9.67
21.61

12.68
17.37

8.78

0.75
0.75
0.75
0.60

0.70
0.75

0.70

Raw

Beta

bow
0.60
0.60
0.60

0.37
0.52
0.60

0.52

Symbol
A I R

CWT
WTR

CTWS
MSEX

SAW

YORK

39.83
29.52

32.84
49.51

37.88
34.97

28.22

2.7 0.71 0.54Average

Docket Nos. SW-04316A116-0078 and SW~04316A-16-0085 Cos t of Capita l Schedule  CSB-7

Liberty Utilities (Estrada Del Oro Sewer) Corp.

Selected Financial Data of Sample Water Utilities

[A] [B] [C] [D] ml tp1 [G]

[C]° Msn Money
[D]: Value Line

[E1: [C] / [D]
[F]: Value Line
LG]: (-0.35 + (F]) / 0.67

I



8De s cription

DP S  Growth  His torica l 1

DP S  Growth _ P rojected 1

EP S  Growth  His torica l 1

EP S  Growth P roje cte d 1

S us ta inable  Growth His torica l 2

Sus tainable Growth .. P rojected 2

4.0%

6.6%

6.3%

6.3%

5.2%

6.4%

5.8%Average

Cost of Capital Schedule CSB-8

Liberty Utilities (Entrada Del Ore Sewer) Corp.
Calculation of Expected Infinite Annual Growth in Dividends

Sample Water Utilities

[Al rB

1 Schedule CSB-5

2 Schedule CSB-6
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Company

Projected Dividends2 (Stage 1 growth)

(QA

do

0.660.63 0.70 0.74

Current Mkt.

Price (PD1

6/1 /2016

39.8

29.5

32.8

49.5

37.9

35.0

28.2

American States Water

California Water

Aqua America

Connecticut Water

Middlesex Water

SAW Corp

York Water

Stage 2 growths

(4)
Equity Cost

Estimate

6.4° o 8.60 o

6.4° o 8.7° o

6.4° 0 8.50 o

6.40 D 8.50 o

6.4° 0 8.50 0

6.4° 0 8.70 0

6.4° 0 8.6° 0

0.95 1.00 1.060.90

0.74 0.79 0.830.70

0.75 0.79 0.840.71

1.14 1.20 1.271.07

0.85 0.90 0.950.80

0.92 0.970.870.82

Docket Nos. SW-04316A»16»0078 and SW-04316A- 16-0085 Cost of Capital Schedule CSB»9

Libe rty Utilitie s  (Es tra da  De l Ore  S e we r) Corp.

Multi-S ta ge  DCF Es tima te s

Sample  Wate r Utilitie s

[A] [B] [q [D] [F] [G ] [H]

in Av e ra g e 8.6%

13,
n D,

(1+ K)'
+ D"(l+gn)

K-8, l+K)l

Where : 3,

D,
K

n

D"

8"

= current stock price

= dividends expected during stage 1

= cost of equity

= years of non - constant growth

= dividend expected in year n

= constant rate of growth expected after year n

1 [B] see Schedule JAC-7

2 Derived from Valuer Line Information

3 Average annual growth in GDP 1929 - 2012 in current dollars.

4 Internal Rate of Return of Projected Dividends

ll l

IE]



Liberty Utilities  (En trada  Del Oro  Sewer) Corp .
Cap ita liza tion

Interest Rate Annual Interest

Long Te rm De bt
Amount outstanding Percentage of

as of 10/31 /2015 Capital Structure

329,6963.5000 38 848,454

Tota l 35 829,696 848,454 30.000 0

Sh o rt-Term Deb t 0.000 0$

Tota l Debt 3; 29,696 30.000 035
$

848,454
1,979,726Common Equity

Common Shares Outstanding
Paid in Capital
Retained Earnings

70.000 0$ 1,979,726To ta l Co mmo n  Eq u ity

100.000 08 2,828,180To ta l Cap ita liza tio n

Docket Nos. SW-04316A-16-0078 and SW-04316A-16-0085 Cos t of Capita l S chedule  CS B~10

I
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Dire ct Te s timony ofjia n W. Liu
Docket Nos. SW-04316A-16-0078 ET AL
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1 INTRODUCTION

2 Q. Please state your name, place of employment and job title.

3 A.

4

5

My name  is  jean W. Liu. My place  of employment is  the  Arizona  Corpora tion Commiss ion

("ACC" or "Commis s ion"), Utilitie s  Divis ion, 1200 We s t Wa s hington S tre e t, P hoe nix,

Arizona 85007. My job title  is  Water/Wastewater Engineer.

6

7 Q. How long have you been employed by the Commission?

8 I ha ve  be e n e m ploye d by the  Com m is s ion s ince  Octobe r 2005.

9

1 0 Q. P le a s e  lis t  yo u r d u tie s  a n d  re s p o n s ib ilit ie s .

11

12

13

14

15

16

My moM responsibilities are to inspect, investigate and evaluate water and wastewater

systems. This includes obtaining data, preparing reconstruction cost new and/or original cost

studies, investigative reports, interpreting rules and regulations, and to suggest corrective

action and provide technical recommendations on water and wastewater system deficiencies.

I also provide written and oral testimony in rate cases and other cases before the

Commission.

17

18 Q. How many companies have you analyzed for the Utilities Division?

19 A.

20

I have  analyzed more  than 50 companies fu1E]]ing these  various responsibilities  for Utilities

Divis ion Staff ("StafF') .

2 1

22 Q. Have you previous ly tes tified before  this  Commis s ion?

23 A. Ye s , I ha ve  te s tifie d be fore  this  Com m is s ion.

24

A.

A.



Dire ct Te s timony ofjia n W. Liu
Docket Nos. SW-04316A-16-0078 ET AL
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1 Q. What is your educational background?

2 A.

3

4

5

I arm a  Ph.D. Candidate  in Geotechnical Engineering from Arizona Sta te  University ("ASU").

I have  a  Maste r of Science  Degree  in Na tura l Science  from ASU and a  Maste r of Science

De gre e  in  Civil Engine e ring  from the  Ins titu te  of Rock & S oil Me cha nics  ("IRS M"),

Academy of Sciences, China.

6

7 Q. Briefly des cribe  your pertinent work experience.

8 A. From 1982 to 2000, I was  employed by IRSM, SCS Engineers , and URS Corpora tion as  a

9 Civil a nd Environme nta l Engine e r. In  2 0 0 0 ,  I jo in e d  th e  Arizo n a  De p a rtme n t o f

1 0

1 1

1 2

Environmental Quality ("ADEQ"). My responsibilities with ADEQ included review and

approval of water distribution systems, sewer distribution systems, and on-site wastewater

treatment facilities. I remained with ADEQ until transferring to the Commission in October

1 3 2005.

1 4

1 5 Q. Please state your professional memberships, registrations, and licenses .

1 6 A. I am a licensed professional civil engineer in the State  of Arizona.

1 7

1 8 P URP OS E OF T E S T IMO NY

1 9 Q. 'What was your assignment in this proceeding?

20

2 1

22

23

24

25

A. My assignment was to provide Staffs engineering evaluation of the  subject ra te  proceeding. I

re vie we d the  Libe rty Utilitie s  (Entra da  De l Oro S e we r) Corp. ("EDO" or "Compa ny")

applica tion and responses  to da ta  reques ts , and I inspected the  EDO wastewate r sys tem.

This testimony, and its  a ttachment present Staffs engineering evaluation. The findings of my

engineering evaluation are  conta ined in the  Engineering Report that I have prepared for this

proceeding. The  report is  included as  Exhibit JUL to this  pre-filed tesdrnony.
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1 E NG INE E R ING  R E P O R TS

2 Q. P le a s e  d e s c rib e  th e  in fo rm a tio n  c o n ta in e d  in  yo u r En g in e e rin g  Re p o rts .

3 A.

4

5

6

7

The Report is divided into three general sections: 1) Exetulive Sumnfag/; 2) Engineering Report

Diiwusion, and 3) Engineering Rqbofi Exhibits. The Difawrfion section for the Wastewater System

is divided into eight subsections: A) Location of Company; B) Description of the Wastewater

System; C) Wastewater Flow; D) Growth; E) ADEQ Compliance; F) ACC Compliance; G)

Depreciation Rates; H) Other Issues.

8

9 R E C O MME NDATIO NS  AND C O NC LUS IO NS

1 0 Q. What are Staffs conclusions and recommendations regarding the Company's

1 1 o p era tio n s ?

1 2 A. S ta ffs  conclus ions  a nd re comme nda tions  from the  e ngine e ring re port a re  conta ine d in the

1 3 "Executive  Summary" of Exhibit JUL.

1 4

1 5 Q. Does this conclude your Direct Testimony?

1 6 A. Yes, it does.



A n

Exhibit J UL

\_

I

Engineering Report for
Liberty Utilities Corp. - Entrada Del Oro
Sewer Company
Docket Nos. SW-04316A-16-0078 (Rates)
and SW-04316A-16-0085 (Finance)

1 By J iao  Liu

]ume 22, 2016

CO NCLUS IO NS

A. A check widl the Arizona Corporation Commission ("ACC" or "Colnmission") Utilities
Division Compliance Section showed no delinquent compliance items for Liberty Utilities
(Entrada Del Oro Sewer) Corp. ("EDO" or "Company"). (ACC Compliance Section Email
dated March 29, 2016).

B. Staff concludes that the Company has adequate wastewater treatment capacity to serve the
existing customer base and reasonable growth.

C. Staff concludes  tha t Company's  exis ting was tewa te r tre a tment plant (" TP ") ha s  44
percent excess capacity.

R E C O MME NDAT IO NS

1. S ta ff ha s  de ve lope d typica l a nd cus toma ry de pre cia tion ra te s  within a  ra nge  of a nticipa te d
e quipm e nt life .  The s e  ra te s  a re  pre s e nte d in  Ta ble  G-1 a nd it is  re com m e nde d tha t the
Com pa ny us e  the s e  de pre c ia tion ra te s  by individua l Na tiona l As s ocia tion of Re gula tory
Utility Commis s ione rs  ("NARUC") ca te gory.

2. Staff recommends that Staff Proposed Adjustments for Original Plant Cost in Attachment A
be used for purposes of this application.

3. Staff recommends tha t S ta ff Proposed Adjustments  for Reconstruction Cost New ("RCN")
numbers in Attachment B be used for purposes of this application.
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Type of Treatment De signe d P la nt
Capacity

Extended Aeration, Step Aeration, Oxidation Ditch,
Aerobic Lagoon, Tackling Filter, Septic Tank, Wetland,
etc.

300,000 GPD

Libe rty Utilitie s  (Es tra da  De l Oro S e we r) Corp.
Docke t Nos . S W-04316A-16-0078 (Ra te s )

SW-04316A-16-0085 (Finance)
Page  1

A. INTRODUCTION

On March 3, 2016, Libe rty Utilitie s  (Entrada  De l Oro Sewer) Corp. ("EDO" or "Company")
file d a n a pplica tion with the  Arizona  Corpora tion Commis s ion ("ACC" or "Commis s ion") to
increase  its  ra tes  (Docke t No. SW-04316A-16_0078) and on March 7, 2016, EDO filed a  finance
applica tion with the  Commiss ion reques ting authority from the  Commiss ion to issue  evidence  of
indebtedness in a total amount not to exceed $1,750,000 (Docket No. SW-04316A-16-0085).

P e r P roce dura l Orde r da te d Ma rch 22, 2016, Docke t Nos . S W-04316A-16-0078 a nd S W-
04316A-16-0085 we re  cons olida te d. The  ACC Utilitie s  Divis ion S ta ff ("S ta ff") e ngine e ring re vie w
and ana lysis  of the  applica tions a re  presented in aNs report.

The  Com pa ny s e rve s  the  Es tra da  De l Oro de ve lopm e nt, which is  loca te d a pproxim a te ly
a bout four m ile s  e a s t of Gold Ca nyon in  P e na l County. EDO ha d 336 wa s te wa te r cus tom e rs  in
Octobe r 2015. F igure  1  s hows  the  loca tion of the  Com pa ny within P e na l County a nd F igure  Z
shows the  Certifica te  of Convenience  and Necessity covering approxima te ly 609 acres .

B. DESCRIPTION OF THE SEWER SYSTEM

The  sewer sys tem was He ld inspected on J une  1, 2016, by ]ion Liu, S ta ff Utilitie s  Enginee r, in
the  a ccompa nime nt of Gilbe rt Gra je da , Bha ska r Kolluri, Ge rry Be cke r, S te ve  Chique te  a nd Alys ia
Ma ya  re pre se nting die  Compa ny.

The  se we r tre a tme nt sys te m is  a  Ma rwood pa cka ge  wa s te wa te r tre a tme nt pla nt (' ") .
Wa s te wa te r colle c te d  in  the  Com pa ny's  s e rvice  a re a  is  tre a te d  by nitrifica tion,  de nitrifica tion,
filtra tion, a nd ultra viole t (" ") dis infe ction.

The  EDO WWTP  wa s  cons tructe d in 2006 with a n origina l de s ign ca pa city of 150,000
ga llons  pe r da y (god). The  pla nt could tre a t up to 300,000 god with a dditiona l improve me nts .
Effluent disposal is  through permitted discharge a t an unnamed wash approximately one mile  north
of the  facility. The  deta iled plant facility descriptions as  follows:

Ta b le 1. Was tewate r Trea tment Fac ility



Loca tion
No. of
Pumps

Horsepower
per Pump

Capacity per
Pump

<GPM>

Wet Well
Capacity

lGals)
Entrance to Plant 2 7.5 HP 705 1,080

Diameter Length (ft.)

6-inch 326
8-inch 14,213

10-inch 928

12-1nch 1,749

Size Quantity

S ta nda rd  4 ' 54

Drop 7

Standard 5' 9

Diameter Length (ft)

8-inch 6,000

La te ra l S ize Quantity

4 -in c h 372

Tota l: 372

Liberty Utilities (Estrada Del Oro Sewer) Corp.
Docket Nos. SW-04316A-16-0078 gRates)

SW-04316A-16-0085 lFiI12lI1ccl
Page 2

Table 2. Lift Stations

Table 3. Collection Mains

Table 4. Manholes

Table 5. Force Mains (C-900 Purple Effluent)

Table 6. Service Laterals



Liberty Utilitie s  (Entrada  Del Oro Sewer) Corp.
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P  I  N  A  L  C  O  U  N T Y

w

Figure  2. Certifica ted Area
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c. SEWER FLOWS

S e we r F lo w;

Ba s e d on the  informa tion provide d by the  Compa ny, s e we r Hows  for the  te s t ye a r e nding
Octobe r 31, 2015 a re  pre s e nte d in F igure  C-1. Cus tome rs  e xpe rie nce d a  high rnonduly a ve ra ge
wa s te wa te r flow of 115 GP D pe r conne c tion a nd a  low m onda y a ve ra ge  wa s te wa te r How of 82
GP D pe r conne ction for a n a ve ra ge  a nnua l wa s te wa te r flow of 98 GP D pe r conne ction.

:so

E

Es:

156

37

9

Jo 1

. mm no M I-mf Jo* Mn W Eu soan
3 we

I

F ow
'14

a rtus

Fig u re  C-1. S e we r Flo ws

.8/Mem Arab/,vis

T h e  E DO wa s  cons tructe d in 2006 with tre a tme nt ca pa city of 150,000 god. The
pla nt could  tre a t up to  300,000 god with  a dditiona l im prove m e nts .  Efflue nt d is pos a l is  through
pe rmitte d discha rge  a t a n unna me d wa sh a pproxima te ly one  mile  north of die  fa cility.

The  following ta ble  7 shows  the  Tre a tme nt Ca pa city Utziliza don Ra te  on the  Ave ra ge  Da ily
Flow for P e a k Month during te s t ye a r.



Treatment
Capacity
m se1:v1ce

on Gctober 31,
2015

gallon per day
("GPD")

De s ign
Capacity
(GP D)

Peak Monthly
Sewage Flow
During Te s t
Ye a r Ma rch
2015, GPD)

Average Daily
Flow for Peak
Month During

Test Year
(GP D)

Treatment
Capacity

Utiliza tion
Ra te  During
Peak Month
for Exis ting
Treatment
Capacity

Treatment
Capacity

Utiliza tion Ra te
During Peak
Month for

Design Capacity

150,000 300,000 1,186,000 38,258 25.5° 0 12.75° 0

Liberty Utilitie s  (Enttada  Del Oro Sewer) Corp.
Docket Nos. SW-04316A-16-0078 (Rates)

SW-04316A-16-0085 (Finance)
Page 6

Table  7

Staff concludes that the Com an has ode rate wastewater treatment ca act to serve the. . P Y 9 P
exlstmg customer base and reasonable gIowt]f1.

D. G R O WTH

EDO had 337 wastewater customers in 2011. It had 336 wastewater customers in October
2015. The  Company has been losing customers and therefore  predicts  tha t lithe  or no growdu will
occur in the next five years.

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY ("ADEQ")
COMPLIANCE

ADEQ regulates the Company's wastewater treatment system under Aquifer Protection
Permit ("APP") No. 105488 and National Pollutant Discharge Elimination System ("NPDES")
Permit No. AZ0024899. ADEQ reported that "Based upon die data submitted by the facility,
ADEQ has determined that as of this date the facility was not in violation at a level at which ADEQ
would take an action or issue a Notice of Opportunity to Correct or Notice of Violation and/or is in
compliance with the Order/Judgement for the review period noted above". (ADEQ revised
compliance status report dated ]fly 21, 2016).

F . ACC CO MP LIANCE

A check with ACC Utilitie s  Divis ion Compliance  Section showed no de linquent compliance  items
for the Company. (ACC Compliance Section Email dated March 29, 2016) .

G. DE P R E C IATIO N R ATE S

Staff has developed typica l and customary deprecia tion ra tes  within a  range  of anticipa ted
equipment life . These  ra tes  a re  presented in Ta ble G-1 and it is  recommended tha t the  Company
use these  deprecia tion ra tes by individual National Associa tion of Regulatory Utility Commissioners
("NARUC") ca te gory.



NARUC
Acct. No. Depreciable Plant

Average
Service Life

ears)

Arnuad
Accrual
Rate (%)

351 Orga niza tion
352 Franchises 0.00
353 La nd a nd La nd Rights
354 Structures & Improvements 30
355 Power Generation Equipment 20
360 Collection Sewers - Force 50
361 Collection Sewers~ Gravity 50
362 Special Collecting Structures 50
363 Services to Customers 50
364 Flow Me a suring De vice s 10
365 Flow Me a suring Ins ta lla tions 10
366 Reuse Services 50
367 Reuse Meters & Meter Insta lla tions 12
370 Receiving Wells 30
371 P um ping Equipm e nt 8
374 Reuse Distribution Reservoirs 40
375 Re use  Tra nsmiss ion & Dis tribution S ys te m 40
380 Tre a tme nt & Dis pos a l Equipme nt 20
381 Plant Sewers 20
382 Outfa ll S e we r Line s 30
389 Other Plant & Miscellaneous Equipment 15
390 Office  Furniture  & Equipm e nt 15

390.1 Compute rs  & S oftwa re 5
391 Tra ns porta tion Equipme nt 5
392 S tore s  Equipme nt 25
393 Tools , S hop & Ga ra ge  Equipme nt 20

394.1 La bora tory Equipm e nt 10
395 P owe r Ope ra te d Equipme nt 20
396 Communica tion Equipme nt 10 10.00
397 Miscellaneous Equipment 10 10.00
398 Gthe r Ta ngible  P la nt See  Note  2 See  Note  2

0.00
0.00
0.00
3.33
5.00
2.00
2.00
2.00
2.00
10.00
10.00
2.00
8.33
3.33

12.50
2.50
2.50
5.00
5.00
3.33
6.67
6.67
20.00
20.00
4.00
5.00
10.00
5.00

Liberty Utilities  (Estrada  Del Oro Sewers  Corp.
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Ta b le  G-1. De p re c ia t io n  Ra te s

NOTES:
1. Thes e depreciation rates  repres ent average expected rates . Was tewater companies  may experience different rates

due to variations  in cons truction, environment, or the phys ical and chemical characteris tics  of the was tewater.

2. Acct. 398, Other Tangible  P lant may vary from 5 percent to 50 percent. The depreciation ra te  would be s et in
accordance with the s pecific capital items  in this  account.
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H. OTHER IS S UES

7. Exmfr Caddy

Ta ble  7 a bove  is  ba s e d on a ctua l flow da ta  provide d by the  Compa ny. The  curre nt
customers used approximately 26 percent of the  treatment capacity of the  plant, and approximately
13 percent of the design capacity of the plant for the peak month of the test year.

Company s ta tes  "...based on EDO's  current customer count of 336 using 2.5 persons per
home design flow for existing current customers is  84,000 god". It is  S ta ffs  opinion the  84,000 god
design flow for EDO is reasonable  for the  following reasons:

It me e ts  ADEQ wa s te wa te r de s ign How s ta nda rds ;

It provides EDO a 119 percent reserve treatment capacity based on actual flow data
for the peak month of the test year;

c . The Company has predicted that little  or no growth will occur in the  next five  years.

In de te rmining excess  capacity, Staff typica lly uses  the  ave rage  da ily flow from the  peak
month of the test year as the requirement and 5 years as a reasonable planning period.

S ince  84,000 gpd/150,000 god : 56%, S ta ff conclude s  dirt Compa ny's  e xis ting has
44% excess capacity.

P le a s e  s e e  "Atta chme nt A" for S ta ff P ropos e d Adjus tme nts  to Origina l P la nt Cos t for da is
e xce s s  tre a tm e nt ca pa c ity.

S ta ff re comme nds  tha t die  S ta ff P ropose d Adjus tme nts  to the  Origina l P la nt Cos ts  lis te d in
Atta chme nt A be  use d for purpose s  of this  a pplica tion.

2. Rea0nslfwiion Cox! New (.RCN'Q

The Company submitted its RCN study. EDO believes that the RCN numbers by NCS
Report are reasonable amounts because they reflect actual costs for constructions under RS Means
and industry standards.

Staff reviewed the NCS Report and noted that the costs for several plant items are increased
from 225 percent to 1,131 percent. Staff asked the Company about the reasonableness of these cost

1 Page 2 of the NCS Engineers Report, dated September 4, 2015.
2 Company used 250 GPD per household design flow. ADEQ has a 240 GPD per household standard.
3 Excess Capacity refers to constructed plant facilities tllat exceed die system requirements widain a reasonable planning
period.

A.

B.



De s crip tion

Ma te ria l
Cos t

Increa se

(° 0)

La b o r C o s t

Incre a se  (0 0)

To ta l C o s t
Incre a se  (0 0)

Staff proposes
RCN Factor

S tructure s  &
Improve me nts

18 .8 41.6 60.4 1.604

Colle ction
Se we rs  Gra vity

17.5 41.6 59 .1 1.591

Outfa ll Se we r
Line s

18.8 41.6 60.4 1.604

Libe rty Utilitie s  (Entta da  De l Ore  S e we r) Corp.
Docke t Nos . S W-04316A-16-0078 (Ra te s )

SW-04316A-16-0085 (Finance)
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tre nds  the  Com pa ny didn 't offe r a ny a dditiona l e xpla na tion. S ta ff ha s  be e n una ble  to ve rify die
reasonableness of these  numbers.

Us ing the  Ha ndy-White ma n Inde x of P ublic  Utility Cons truction Cos ts  -- Bulle tin No. 182
(1912 to J uly 1, 2015), S ta ff ca lcula ted the  following cost trends:

Ite m s
S tructura l S tee l Erected
Re a dy-Mix Concre a te
La bor
P VC Ma in

Cost In_c
18.8
18.5
41.6
17.5

The re fore ,  S ta ff propos e s  the  fo llowing RCN Fa c tors  for doe  p la nt a ccounts  de s c ribe d
be low:

TABLE 8

P le a se  se e  "Atta chme nt B" for S ta ff P ropose d Adjus tme nts  to the  RCN e s tima te s .

S ta ff re comme nds  tha t the  S ta ff P ropose d Adjus tme nts  to the  RCN e s tima te s  in Atta chme nt
B be  use d for purpose s  of this  a pplica tion.

3. Finance A8i>£vaz'ion

Ma rch 7, 2016, EDO fe e d a  fina nce  a pplica tion with doe  Commis s ion re que s ting a uthority
from the  Commiss ion to issue  e vide nce  of inde bte dne ss  in a  tota l a mount not to e xce e d $1,750,000
Th e re  is  n o  p ro p o s e d  wa s te wa te r s ys te m  u p g ra d e s  o r p la n t a d d itio n s  with in  th is  F in a n c in g
Applica tion.

all
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